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I. Introduction and Background to the Conference

From November 17th through the 20th of 1980 a Senior
Management Workshop of CACTCOM was held at Georgetown,
Guyana. The planning and preparation of this effort involved
many individuals, institutions and organizations some of
which merit mention in this introduction.

The genesis of this workshop grew out of meeting in
March of 1980 in Jamaica among the Executive Committee of
CACTCOM (consisting of Ian Whittaker of the Jamaica Develop-
ment Bank; Audley Coulton of the Agricultural Credit Board
of Jamaica; Ian Chandler of the Barbados National hank
and John Yates of the Guyana Cooperative Agricultural and
Industrial Development Bank), ably assisted by Richard
Roberts of the FAQ in Rome and also Compton Bourne of the
University of the West Indies and D.H. Graham of Ohio State
University.

The concern grew that a senior workshop was now
appropriate to complement CACTCOM's more usual ctivity of
designing training sessions and short courses for middle
level technicians and staff in agricultural lending insti-
tutions and programs. It was felt that there were broader
policy issues that merited discussion among the more senior
management of these same inst:itutions. In part this concern

grew out of the difficulties encountered by many agricultural
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credit institutions and programs in the region during the
mid to late 1970's. Some of these institutions were experi-
encing growing delinquencies and defaults; an erosion of the
real value of their portfolio through inflation; rising
lending costs; a decline in the possibility of continued
international funding and increased pressure from hard
precsed local governments to cut back on costs to economize
on budgetary support. In the light of these concerns it

1s not surpricing that the theme of the conference was
focused on the current viability of these institutions and
programs in the Caribbean.

The staff at Ohio State University was called upon to
organize the papers to be presented in this area since OSU
has been engaged in analyses of rural financial markets
for over a decade. To gain a broader perspective on
these issues material was presented on experiences in other
lesser developed countries such as Peru and Costa Rica.
Specialists were drawn in from India (B.M. Desai), the Univer-
sity of the West Indies (Compton Bourne) and other universi-
ties in the U.S. (Syracuse) as well as Ohio State. All had
worked together with OSU staff on previous occasions and
thus a fairly consistent treatment of the issues was possible
despite the diverse background of the resource people involved.

Next came the issue of funding the conference. This

represented a challienge given the large number of individuals
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and institutions within CACTCOM and the legitimate concern
that as many of these members as possible should participate.
Fortunately the Regional Development Office of the USAID
Mission in Barbados was sympathetic and supportive. William
Baucom and Thomas King among others were responsible for
arranging support for the resource people and covering the
costs for a large majority of the CACTCOM members to attend.
The vision and encouragement of USAID for this effort is
gratefully appreciated by all parties concerned.

Finally, the task of hosting this effort fell on the
shoulders of John Yates and his staff at the Guyana Coopera-
tive Agricultural and Industrial Development Bank. This
proved to be a fortunate choice. The facilities for the
meeting were outstanding; the various field trips to gain
insights into Guyanese agricultural development were
unusually informative and the efforts made to resolve the
numerous practical problems of arrivals, departures and
refreshing social activities met the highest standards of
efficiency of support. At the same time the participants
at the conference were honored in having the Guyanese
Minister of Finance, F.E. Hope, address the conference in
its opening session. Frequent visits at Guyanese institutions
and discussions with key Guyanese officials were widely
appreciated by all.

In closing it is appropriate to set the stage for the

papers and discussions that follow. As mentioned at the
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conference's closing session the 0SU colleagues and associates
gained immeasurably from the fruitiul dialogue that followed
their presentations. There is no simple formula or strategy
to resolve many of the questions raised at the conference.
Nevertheless it is hoped that the issues raised, the insights
gained and the recommendations considered shed more light

on these problems than may have existed before.

Important here are such questions as: (1) the role of
general economic policies in penalizing agriculture, compro-
mising the rate of return to farming and affecting the
viability of agriecultural portfolios in rural lending
institutions; (2) strategies to improve the performance of
lending institutions through more flexible interest rate
policies, improved informational systems to detect arrears
more quickly and record lending costs in a more analytically
useful framework; (3) the possibility of lowering lending
costs through group loans and other innovations and the
crucial issue of designing strategies to mobilize domestic
savings to make up for declining international funding and;
(4) better interaction between international lenders and local
institutions and programs to remove inflexible or inappro-
priate guidelines that increase the vulnerability of local
programs.

In the end the 0OSU group felt that effective financial

intermediation can play a positive role in economic development
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and rural development in particular. Still, while healthy
rural financial markets might b2 necessary, this may not be
both necessary and sufficient to guarantee progress in rural
Gevelopment. Complementary efforts in the real sector to
lessen the penalization of agricultural activity and improve
the rate of return to farming are called for. We hope that
the dialogue that emerged within the conference clarified
these issues and that this effort will lead to continued
discussion and, where appropriate, to policy action to deal

with these problems more effectively.

Douglas H. Graham
The Ohio State University
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: ECONOMY-WIDE INFLUENCES ON RURAL FINANCTAL
MARKET PERFORMANCE

By
Compton Bourne

University of the West Indies

The viability of rural credit institutions and programs is an
’important item on the policy agenda of Caribbean governments, regional
agencies, and the credit institutions themselves. Among many decision-
makers there is genuine concern about the performance of rural credit
programs. Financial advisers have been provided for some struggling
{nstitutions in the East Caribbean Common Market. Programs have been
redesigned in others. In Jamaica there is even an active movement towards
the merger of several public sector programs and institutions.

These policy concerns and related initiatives are commendable.
Nonetheless, they reveal one serious policy limitatio:, namely that
problem diagnoses and solutions are almost always entirely within the
context of the credit programs themselves. This paper advances the thesis
that developments in the wider economy have a major influence on the
viability of rural credit institutions and programs. Correspondingly,
appropriate poliry approaches should be less narrow in scope, encompassing
the real sector and not confined to the financial sector or parts thereof.

The remainder of the paper elaborates on the importance of the wider
policy épproach, outiines the main channels of economy-wide influences, and

by reference to Jamaica comments on their likely significance in the
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Commonwealth Caribbean. Beccause public sector institutions ind programs
are not the only or even the largest creditors ir the rural financial
mavkats, the ensuing discussion 1s formulated in terms of rural financial
markets to allow treatment of matters more germane to private financial

institutions.

Why Consider Economy-Wide Influences

Financial markets are expected to contribute to rural development by
improving the quantity and quality of rural savings, and by the provision
of credit in amounts and forms that enhance productive capacity and rural
equity. Evidence for a few countries leads to the conclusinn that rural
financial markets are not fulfilling these expectations in the CARICOM
countries (see for Example Bourne 1976, Graham, Bourne and Begashaw 1978,
Bourne and Graham 1980, Graham and Bourne 1980; and Weir et al 1980).
Financial savings have not grown significantly in constant prices. Poor
loan repayment performance and problems of funding have also prevented the
sustained growth of rural credit. 1In several countries, such as Montserrat,
St. Kitts-Nevis, St. Vincent, Dominica, and Jamaica, rural financial
markets are in a state of acute depression.

Among the various a,proaches that might be taken to diagnose
problems in the viability and performance of rural financial markets are
indepth analyses of specific programs and institutions. Such studies
invariably highlight the weakness of program design and managerial skills,
poor coordination with other policies, ill-defined or inconsistent
objectives, and too rapid changes in the size and composition of credit
programs in the context of limited managerial skills and resources. Policy

measures which emerge from intra project evaluations emphasize the need
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for innovations in deposit facilities and savings mobilisation (Adams
1978, Pourne and Graham 1980), better credit delivery systems (Adams and
Ladman 1979, improved credit appraisal and more effective loan
monitoring and recovery procedures (Bourne 1976, Graham, Bourne, Begashaw
1978, Graham and Bourne 1980). The need to institute more flexible
interes: rate policies, in order to treduce the wide gap between low
lending rates and high lending costs is frequently advised (Adams 1979,
Datey 1978, Graham and Bourne 1980, Bourne 1980). Together, these intra-
project reforms are expected to guarantee a viable, self-sustaining set of
financial programs.

For the most part these policy recommendations are based on sound
diagnoses. However, there usually is not sufficient recognition of the
influence of the overall economic environment on rural financial market
performance and on the efficacy of financial market reforms. A rural
financial market is not an isolated set of institutions, transactors,
and financial activities. It is a component of the total financial sector
which is itself one of several sectors in the economy. Though functional
and institutional fragmentation of the financial sector is characteristic
of Caribbean economies, there are strong linkages between constituent
elements of the financial sector and the rest of the economy. These links
ensure that developments in rural financial markets both condition and
are conditioned by developments in the wider economy. More usually, the
influence of the latter 1s stronger and decisive.

An appreciation of interconnections is necessary for effective
policy formulation at both the national economic and the financial

institution levels. National and sectoral planners need to keep in mind
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the economic interrelatedness if the risks of policy inconsistencies and
unintended consequences are to be minimised. Top decision-makers in
finarcinl institutions need to convey the sectoral and market incidence
of macroeconomic policy to macro-planners who think primarily in global

terms.,

How Fconomy-Wide Factors Affect Rural Financial Markets

The continued viability of rural financial institutions is an
essential requirement for the achievement of the socio~economic objectives
usually set for rural financial markets. Institutional survival and
growth is necessary for the maintenance and expansion of financial
programs. Accordingly, viability and growth are crucial indicators of
rural financial market performance. Therefore, the influence of economy-
wide factors can be examined in terms of their consequences for institu-
tional viability and growth.

The crucial financial market variables are lending resources and the
realized operating margin of rural lenders. These variables crystallize
the outcome of more basic forces operating on both sides of the financial
markets. Lending resources are increased by equity, debt and deposit
liabilities, and decreased by the diversion of these capital inflows to
operating expenditures. Realized operating margins are affected by
interest and non-interest operating costs, by loan defaults, and by interest
and other operating income. Savings and debt transactions constitute the
link between these variables and rural non-financial enterprises. Savings
and debt repayments contribute to loanable resources, while dis-savings

and debt default have the opposite effect. Likewise, loan delinquency and
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default increases lending costs andréduceanet reverue. The channels of
influence of economy-wide variables on these financial market operations
will be discussed now. Five broad sets of economy-wide factors are
considered: the general price level, product price policies, trade and
foreign exchange policies, iInterest rate policies, and non-price credit
restraint policies. Each is discussed in turn though they might operate

simultaneously.

The General Price Level

The general price level can exert an influence on rural finaﬁcial
markets through the cost and revenue (or profit) functions of market
transactors. If faztor prices are indexed to the general price level,
then changes in domestic price inflation will cause changes in wages and
other factor costs of financial insti;utions and non-financial enterprises.
However, these changes will most likely be asymmetric: domestic price
inflation spilling over into cost increases for financial market transactors,
but domestic price deflation unaccompanied by cost reductions. Unless
the financial market transactors increase their product prices (i.e. loan
charges and commodity prices) and/or improve total factoi productivity,
operating margins will be reduced by domestic price inflation. A profits
squeeze may exert further depressing effz=cts on financial institutions by
reducing the capacity and willingness of non-financial enterprises and
individuals to save and to repay debt. Resources inflows may thus be

adversely affected and loan delinquency problems arise.
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The strength and dircction of the link betweeﬁ the domestic price
level and factor costs are critical. Labour in the formal financial
markets of the Commonwealth Caribbean is highly unionized. Aggressive
unionism ensures that labour costs adjust fairly rapidly to general price
increases. Further, despite the overall weaker degree of unionization in
rural commodity sub-sectors, some segments of the labour market, e.g.
plantation agriculture, are no less highly unicnised than urban centerad
industries. Wages-spread and spillover mechanisms link wage rates in the
two 'strongly unionized' and the non-unicnized segments so that the
unionized wage rate pulls up the non-unionized wage rate. The other factor
markets tend to be oligopolistic cor menopoiistic, with suppliers of
capital and intermediate inputs seening to adjust their own product prices
rapidly to price levei increases ir accordance with a full-cost pricing
rule.

The role of real income in financial savings decisions is also
important. The Caribbean consensus is that real income is the single most
significant influence on domestic savings. Price level effects via changes
in real income can therefore be expected to strongly influence the flow of

loanable funds in rural financial institutions.

Product Prices

For generalised inflation to exert a profits squeeze on rural financial
markets, the prices of credit and commodities must rise less rapidly than
factor costs. There are several reasons for expecting such an outcome.

The loan charges of public sector credit institutions are subject to
governmental directives and are often specified in contracts with external

funding agencies. Loan rates of interest and fees are usually not only low
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but rigid. Even under mild inflations, the iate of general price increases
(and therefore ccst increases) tend to exceed interest rate increases in
public sector financial institutions. Private financial institutions
mainly commercial banks, are not so severely affected through this chanﬁel
since in most Commonwealth Caribbean countries they are free to increase
loan rates of interest. However, the interest elasticity of loan demand
places a market limit on the degree of upward interest rate revisions. As a
consequence, private financial institutions also experience a cost squeeze
under rapid inflation.. I

The main limitation on commodity price increasesggrows out of official
price control policies. In pursuit of cheap food objectives, price controls
are imposed on doﬁestic farm products and on competing importedéfoodstufﬁs.
Where the price of the domestic product is uncontrolled, but the price of
the imported competitive commodity is set substantially below the price
of the local farm ccamodity, a profits squeeze may still result. The
'cheaper’ import either displaces the local product and has a quantity
effect on gross revenues, or forces lower prices and has a price effect
on the gross revenues of the domestic producer. Even where price controls
are revised upwards to take account of increases in production costs,

adjustment 1is usually not full and moreover is protracted. In such

circumstances, some profits depression still occurs.

Interest Rates

Financial markets in the Commonwealtb Caribbean are subject to
interest rate regulation as already noted in the case of loan rates of

interest. There is no need to repeat the discussion on loan rates. Instead,
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attention is directed to intevest rate policies as they affect other assets
and liabilities.

A financial institution is a multiproduct firm, providing a mix of
financial credits at several prices. 1Its overall rate of return depends on
the output of each credit-product and the price thereon. Commercial banks
lend to non-rural enterprises and to government (either by direct loan or
purchase of government debt instruments). Accordingly their overall income
is affected by the rates of interest prevailing on these non-rura’ credits.
Similarly, public sector credit agencies mainly for liquidity and capital
purposes maintain a portfolio of market investment assets, essentially
commercial bank deposits and government debt instruments.

Official policies have tended to keep the interest costs of
government debt at a low level. Legal reserve requirements generate a
compulsory demand for government debt among cowmercial banks. Moral
suasion serves the same purpose among public sector credit institutions.

Partly because interest rates on savings instruments have been
depressed for so long at such low levels, there is virtually no conclusive
evidence on the likely effect of interest rate increases on savings in the
Commonwealth Caribbean. The most that can be said is that thus far savings
have not diminished significantly in response to the prevailing negative
rates of interest. But this fact does not imply the converse, namely that
sudbstantial interest rate increases would not induce a substantially larger
volume of savings. If savings are interest~sensitive, then the overall
trend in savings rates of interest will influence the volume of funds
mobilised locally by the commercial banks and other institutions that accept

deposits. It remains to be said, also, that higher interest rates on deposits
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imply higher lending costs for rural financial institutions. The savings
rate of interest thus exerts its influence through the cost functions of
rural financial institutions as well as through their lending capacity.
These sources of influence are not particularly germane for public
sector credit agencies which obtain their loanable resources primarily
from external donor agencies, local governments, and quasi-governmental
institutions, though they are affected to the extent that they borrow from
private financial institutions which accept local deposits. Private
financial institutions are the ones most affected by the national

behaviour of rates of interest con savings instruments.

Credit Restrictions

Quantitative credit restrictions are frequently imposcd in pursuit
of sectoral and global economic planning objectives. They tend to have
an uneven impact on financial institutious within the financial sector as
a whole as well as within the rural financial sub-sector. Public sector
institutions are usually not subject to credit icstraints. In contrast,
private financial institutions may have to observe ceilings on their
lending in total and to specific borrowing categories or economic sectors.
More usually the restricted categories are among the more lucrative assets.
One effect of thece restraints therefore is to reduce the earning potential
of the overall financial asset portfolio. Because of the rigidities in
cost structures arising from the contractual nature of time deposits,
these institutions will experience short run reductions in earnings
relative to costs unless loan rates of interest are sufficiently

increased.
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On the borrowers' side of vhe market, glcbal credit restraint may
impart a liquidity squeeze, depending on the degree to which borrowing
enterprises are reliant on banks for their wovking capital. The
liquidity squeeze would be even greater if the credit contraction
coincides with downward pressures on current profits and savings. These
liquidity problems may easily splll over to lending institutions in the

form oi loan delinquency and, in extreme cases, in loan default,

Trade and Foreign Exchange

Foreign trade and foreign exchange developments influence rural
financial market performance through their effects on the cost, production
and revenue functions of fipancial and non-financial enterprises, and
their effects on debt costs.

Import prices are an important component of factor costs in highly
open econcmies. Import prices generate increases in the prices of raw
materials and capital goods, and also in wage rates via changes in the
cost of living. Changes in import prices (in domestic currency) are
determined partly by changes in the exchange rate, and pertly by changes
in foreign export prices. For some Caribbean countries, e.g. Jamaica,
exchange rate changes have been acminant in recent years. To the extent
that rural product prices and financial product prices do not keep pace
with factor cost increases induced by import prices, t .2 net revenue
functions of rural lenders and borrowers are adversely affected.

Quantitative import restrictions can also affect profitability and
gross revenues at the enterprise level, Depending on the import-

coefficient of production and on the scope for substituting local inputs,
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restraints on imports of producer goods reduce production levels and
efficiency with obvious consequences for gross and net revenues.

The debt cost consequences of exchange rate changes stem from the
fact that some proportion of rural financial market liabilities are
denominated in foreign currencies. Therefore, the local currency capital
value equivalent of these debts varies directly with the direction and
magnityu. » of change in the exchange rate. Devaluation increases the
capital value of the debt in local currency while revaluatiﬁn does the
opposite. Increases in the capital values of the credit agencies'
liabilities will lead either to increases in loan charges if profit
- margins are to be protected, or to so. institutional decapitalization
if profit margins are allowed to fall. A negative influence on institu-~
tional performance 1s also possible through the repercussions of
devaluation on non-financial debtor behaviour. If debtors respond to the
discontinuous increase in debt costs by loan delinque—cy and/or default,
lending costs will rise to the detriment of the lending agency.

Economy-Wide Factors in Rural Financial Market Depression:
A Jamaican Case Study

The Jamaican economy can be used ‘to illustrate some of the mechanisms
identified in the preceding section. The economy collapsed from a
situation of positive growth of real gross domestic product averaging
5 percent per annum between 1965 anc 1972 to an uninterrupted succession
of negative annual growth rates ranging from 1 to 8 percent between 1974
and 1978.

Prolonged balance of payments problems, manifested by a movement from

net foreign reserves of J$132 million in 1971 to minus J$196 million in 1977,
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resulted in increasingly severe corrective policies of quantitative
restrictions on imports, exchange rate devaluations totalling 54 per cent
between 1970 and 1978, and domestic credit restraint. The econemy 1s
heavily reliant on imports for its supply of consumer and producer goods,
wich imports averaging 41 per cent of gross national expenditure over the
period. Consequently, domestic prices are nighly responsive to changes in
import prices. The rate of inflation has risen sharply, averaging 15 percent
during the 1970s, and was as high as 27 percent in 1978. Labor is highly
unionized in all productive sectors, excluding domestic agriculture. Wage
rates have ge erally kept pace with domestic price inflation.

The poor performance of the real sector was accompanied by serious
problems within the financial sector, including the rural financial market.
The rural financial market will now be briefly described, and its
depression indexed.

The institutional complex that comprises the Jamaican rural financial
market includes eight commercial banks operating a country-wide network
of branches, and two specialized government-owned credit agencies, namely
the Jamaica Development Bank and the Agricultural Credit Board. Commercial
banks are the largest single source of credit as well as the main savings
institutions. The Agricultural Credit Board is a non-deposit taking
institution established solely for the purpose of making direct loans to
large farmers and institutional loans to the national netwcrk of People's
Coonerative Banks, which in turn make small loans to small farmers. The
People's Cooperative Banks also wobilize rural savings but on a very small
scale. The Jamaica Development Bank, established in 1969, is funded

mainly through capital subscriptions and loans from the Jamaica Government
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apd from loans from foreign aid agencies. The Jamaica Development Bank
operates a commercial loan window for medium to large farmers and, through
an affiliated agency i.e. the Self-Supporting Farmers Development Program,
maintains a loan facility for small to medium sized farmers. The Ministry
of Agrieulture provides rural credit services under several =d lLioc programs,
the most recent and important being the Crop Lien Program launched in 1977
to provide production loans to domestic foodcrop producers. Other
financial. institutions, such as building societies and life insurance
companies, and informal groups such as rotating credit associations and
credit unions complete the institutional structure of the rural financial
market in Jamaica. While the rural savings and credit activities of the
latter set of transactors cannot be precisely quantified, it does appear
that most rural savings and credit are channelled through the commerciadl
banks and specialized government programs. The ensuing discussion of
rural financial market depression is focused on the commercial banks, the
~znaica Development Bank and the Self-Supporting Farmers Development
Program.

In keeping with the emphasis on institutional viability and growth,
four pertinent indicators of financial market performance are the behaviour
of savings, credit, loan repaymeats, and profitability. Time series
estimates of rural savings in Jamaica are not available. However, the
behaviour of commercial bank total savings and time deposits provides
some insight into the trends in rural savings mobilization. Real savings
and time deposits after rising from J$223 million in 1970 to J$298 million
in 1972, declined by 18 percent over the next two years, recovered slightly
in 1975 and 1976, only to decline by roughly 7 percent in 1977. Overall,

real savings at commercial banks stagnated from 1973 to 1978. Therefore,
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it can be inferred that the savings side of the Jamalcan rural financial
market did not perform well during this period.

Rural credit, having expanded rapidly early in the 1970s, tended
to decline after 1974. Real credit balances totalled $29 millioan in 1970,
$35 m. in 1974, and $43 m. in 1978. The annual growth rate of credit
(measured in constant 1970 prices) fell, negative growth being experienced
in 1974 and dramatically so in 1978. The ratio of rural credit to
agricultural gross domestic product at factor cost exhibits the same
pattern as the dollar values of rural credit, i.e. a rise aund then a
decline.

Loan repayment data is not available for a sufficient number of years
to permit similar trend analyses for loan repayment performance. However,
the avai.able information reveals .. very unsatisfactory situation in 1977
and 1978 (Graham, Bourne, Begashaw). The ratio of arrears to payments
due to Jamaica Development Bank commercial window loans reached system
collapse levels of 81 and 83 percent in 1§77 and 1978 respectively. The
arrears ratio for the "elf Supporting Farmers Development Program was as
high as 38 percent in 1978. The commercial banks, largely because of their
more stringent loan appraisal and recovery practices and their early write-
off policy for bad deht, managed to keep their arrears ratio down to
4 percent in 1978. Howeve;, commercial bauiin did experience serious
repayment problems. Their allowances for losses and bad debts as a
proportion of total current operating expenses rose from an average of
4 percent between 1970 to 1975 to 6 percent between 1976 and 1977, and
even higher to 1l percent in 1978. While these statistics on commercial

bank performance do not pertain to agricultural loans exclusively, one may



-22 -
infer from these data that commercial banks, like the public sector credit
agencies, were experiencing difficulties in recovering rural loans.

There is no question that the profits performance of rural credit
institutions deteriorated during the period analysed. The Jamaica
Development Bank's ratio of operating income to total expenses tended
towards 1.0 between 1971 and 1975, but dec:.eased drastically to 0.3 by
1977. The commercial banks' ratio declined from 1.18 in 1970 to 0.98 in
1678.

The evidence on these financlal indicators leads inescapably to the
conclusion that Jamaican rural financial markets were very depressed in
the 1970s, particularly in the latter half of the decade. Graham, Bourne
and Begashaw have demonstrated that weaknesses in the design, implementation,
and monitoring of rural credit programs explain much of this poor performance.
However, these factors operating on the supply side, i.e. fiéancial
institutional side, do not fully account for the dismal experience. Events
within the overall economy seriously contributed to the difficulties
experienced within the rural financial sector. The importance of these
more general influences will now be demonstrated.

The price btehaviour of the economy contributed to the debt repayment
problems experienced by Jamaican farmers. Domestic price inflation was
rapid, averaging between 15 and 17 percent per annum during the decade.

On the basis of the wage-price relationship prevailing in this economy,
cne could infer that agricultural wage rates along with other wage rates

" rose rapidly in response to the inflation of consumer prices. Annual wage
settlements for all sectors of the economy during the period 1971 to 1976

ranged between 18 and 45 percent. Economy-wide labor incomes per worker
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increased annually by an average of 10 percent. Agricultural incomes kept
pace with the economy-wide trends. While no details are available on
agricultural wage rates specifically, per worker compensation of employees
in the agricultural sector rose by an average of 18 percent over the
period, exceeding the national rate of increase of income per worker in
1975 and 1978.

The price of capital services also increased significantly over the
period. Tne import price index rose by an average of 23 percent per annum.
The annual increases were particularly large in 1973, 1974, 1977 and 1978.
Substantial exchange rate devaluations occurred in the first and last two
of these four years, while in 1974 OPEC raised petroleum prices substantially.
Further, more direct support for the contention that the price of capital
services increased greatly is provided by the data on unit prices of
imported chemical fertilizers. The annual increases averaged 28 percent,
and in 1974 more than doubled, again largely as a result of OPEC's impact
on the price of petroleum and petroleum-based products. It can be concluded,
therefore, that the price of capital services depressed gross agricultural
profits.

These factor price trends do not appear to have been offset by
increases in farm productivity. In the export sector, the index of tons
of cane harvested per acre declined almost continuously from 100 in 1970
to 85 in 1977. Productivity per acre in domestic agriculture remained
roughly the same from 1971 to 1976, but seems to have risen significahtly
in 1977 and 1978.

Quantitative restrictions also reduced farm profits. Import

licensing became increasingly widespread and severe, with consequent
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reductions in the availability of producer goods. For example, the
quantity index of fertilizer imports declined by 11 percent in 1974, and
then again by 6 percent in 1976 and 22 percent in 1977. The smaller
supplies of improved inputs must have adversely affected production and
productivity, and thereby farm revenues. The index of domestic food crop
production declined slightly from 149 in 1972 and did not regain that
level again until 1977 and 1970 ‘hen the massive governmental credit

and physical support under the Emergency Production Plan succeeded in
raising the index to 180 and 228 respectively. During this period, output
decreased for the major agricultural export commodities, i.e. sugar and
bananas b; between 33 and 42 percent, and for quantitatively minor 2xport
commodities such as coffee.

Given these adverse trends in factor prices, output, and produciivity,
it is necessary to review the behaviour of agricultural commodity prices.
It can be deduced that export prices rose on average more slowly than factor
prices, adjusted for productivity declines. For instance, average annual
percentage increases in the export prices of sugar and bananas, the two
main export crops, were 20 and 18 percent respectively compared to an
average annual price increase of 28 percent for fertilizers. Domestic
agriculture seems to have fared no better, since there was only an average
annual percentage increase of 20 percent for domestic farm-gate prices.

It should be noted that farm-gate prices actually declined in 1978.

The preceding analysis leads to the conclusion that the increases
in product prices did not totally offscc increases in factor prices, nor
production and productivity declines. Consequently gross profits were

seriously squeezed. Direct evidence on profits reinforces this conclusion.
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The National Income and Product Accounts provide data on a reasonable proxy
for profits, namely real operating surplus defined as value added minus

net labor, tax, and capital consumption expenditures. The real operating
surplus of the agricultural sector declined by 5 percent in 1974, 4 percent
in 1975 and 8 percent in 1978. Altogether agricultural gross profits fell
by an average of 3 percent per annum between 1970 and 1978.

The lower levels of gross income flows occurred at times when price
trends in the economy increased the money value of farm household purchases.
Unless farmers were willing to accept substantially lower real levels of
consumption, the rapid rate of consumer price inflation would result in
larger money allocations to farm household consumption. No data is
presently available on farm consumption expenditures specifically.

However, the National Accounts data reveal that aggregate real private
consumption expenditures did not fall until 1977 and 1978 when decreases
of 4 and 10 percent were recorded. Most likely, farm families shared that
experience.

Though it is not possible to be categorical about factor cost
developments among the lending agencies, the evidence does suggest that
these costs rose in response to the general inflationary trends in the
economy. Labour costs in the commercial banking industry quintupled
between 1970 and 1978, as did non-interest expenses of the Jamaica
Development Bank.

The earnings performance of the commercial banks was significantly
affected by official financial policies. Legal reserve requirements were

frequently revised upwards, moving from 15 percent in 1969 to 29.5 percent
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in 1977. Government direct borrowing from the commercial bauks also
increased. As a consequence, total commercial bank lending to government
increased from 11 percent of bank assets in 1970 to 33 percent in 1977.
At the same time, quantitative restrictions were pléced on commercial bank
lending to the private sector, particularly for consumption and import
trade. Since the interest rate on government debt instruments and on
direct debt were substantially lower thar that on private debt, the income
earning potential of commercial banks was continuously being undermined
by these credit market policies. The negative tendencies were reinforced
by the reduced demand for bank loans caused by the foreign exchange
restrictions on import demand. Extensive foreign exchange rationing
severely contracted the demand for bank credit among distributors and
consumers.

It has been argued so far that changes in product and factor prices,
output, and productivity contributed to rural financial marke: depression
by substantially reducing the capacity of farmers to save, make profitable
investments, and to repay debt. The influence of credit policies and
trade policies on credit agencies was also dealt with. It will now be
shown that debt service and amortization requirements also increased.

Commercial banks increased their loan rates of interest in an
attempt to moderate the decline in net earnings caused by lower volumes
of lending. On average, their nominal loan rates during 1974 to 1978
were three index points higher than rates in the 1970 to 1974 period
(Bank of Jamaica Annual Reports). Loan charges of public sector credit

agencies remained the same (Graham, Bourne, Begashaw). However, given the
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large share of commercial banks in rural credit, overall rural loan rates
of interest were pulled upwards.

Furthermore, frequent exchange rate devaluations, totalling 54 percent
between 1970 and 1978, increased the local currency value of debt financed
from foreign funds. Farmers are required to maintain the foreign currency
values of such loans made by the Jamaica Development Bank. Consequently,
exchange rate devaluation abruptly increascs the local currency costs of
these debts. Foreign funds comprised between 33 and 67 percent of loans
extended by the Jamaica Development Bank during the period 1970 to 1978.
Farm credit extended hy cother institutiouas are not based on foreign funds and
conseqguently have been unaffected by the recent devaluations. Nonetheless,
given the share ol the Jamaica Development Bank program in the total supply
of rural credit, a substantial proportion of farm debt must have been

adversely affected.

Conclusion

This paper has dealt with the influence of economy-wide factors on
rural financial market performance. The main channels of influence running
from the general price level, product prices, credit market variables, and
the foreign scctor to the lending position and viability of rural credit
‘nstituticns were outiined. The explanation of Jamaican rural financial
market depression in these terms emphasizes the importance of the overall
economic framework and policy mearures taken outside rural financial

markets.
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lst Session: Rapporteur's Report and Discussion

Economy-Wide Influences on Rural Financial
Market Performance

The author emphasised the limitations of partial reforms
within Development Finance Corporations (D.F.C.'s) to resolve
the problem of their viability. Importance was attached to
the impact of general economic conditions and policies
affecting rates of return to farming such as product price
policies, trade and exchange rate policies, interest rate
policies, inflation, credit regulation policies, etc.

The avthor used Jamaican experience in the 1970's to argue
that the negative impact of these conditions and policies
on farming contributed to loan delinquency and adversely
affected D.F.C. viability.

The discussant (Dr. Whittaker) felt points made in the
paper were a useful balance to the traditional discussions
of D.F.C. viability. He pointed out that D.F.C.'s might do
well to have a current account system for borrowers so as
to permit ongoing monitoring of financial transactions and
performance of their clients. Second he was pessimistic
about the wisdom of raising interest rates too much for fear
of cutting off loan demand in an environment of risk and
uncertainty. This would limit the ability to disburse funds.
There is no way to avoid some element of subsidy to D.F.C.'s

if we are determined to have them service long run investment



-30-

needs of farmers with all the elements of risk involved in
this at our stage of development. Furthermore he noted that
farmers in difficult circumstances first stop paying public
sector debts to cover other debts and family cbligations.
D.F.C.'s cannot engage in wholesale foreclosures. It is
politically difficult and eccnomically D.F.C.'s gain little
in acquiring real estate (i.e. farms) that they can't sell
easily in a depressed economy. Finally the exchange rate
risk of passing on devaluation costs to farmer is too
onerous. The Government must assume much of this burden.

Mr. D. Clarke agreed with many of Dr. Whittaker's

comments but added that international donors won't subsidize
D.F.C. portfolios indefinitely. Hence some action to deal
with viability is needed. Also he poirted out that no

one has dealt with the issue of the demand for credit since
low interest rates per se are not the only important factor
determining loan demand. They probably represent a minor
part of total investment or operational costs.

Other commentators pointed out the following:

a) Discussing the need for D.F.C.'s subsidies does not
get at the heart of the problem which is the existence
of a set of economic policies penalizing agriculture
in general.

b) An example of inappropriate pricing can be seen in

Jamaica where devaluations in the late 1970's
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increased the cost of imported inputs to sugar
farmers by two hundred percent, while their product
price controlled by a commodity board, changed
considerably less than the input price.

c) D.F.C.'s cannot shift into safer portfolios as can
commercial banks in times of trouble.

d) Interest rate spread between what D.F.C. pays to
get funds and the ongcing lending rate to farmers
is just as important an issue as the appropriate
interest rate to farmers.

e) Must make more explicit the distinction between
the criteria of financial credit and social credit.
Subsidies frequently may be only a means of mis-

directing resources.

Professor Bourne's final remarks were as follows:

a) He added that there is a need for closer interaction
between the management of D.F.C.'s and national
economic planners to harmonize price policies, trade
policies, interest rate policies and credit policies
so as to minimize the explicit and implicit penali-
zation of agriculture and protect the D.F.C.'s
customers chances for a profitable use of loans and
effective loan recoveries.

b) He stressed the need for D.F.C.'s to consider

mobilizing domestic savings and broadening their
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portfolio loan base to include short and long term
loans and cther multiple loans in order to gain

more independence and autonomy from single source
financing, diversification economies and informational
economies (on their clients). Also offering a

wider range of financial services to clients improves
the quality of the line of credit and induces the
customer to repay his loans to maintain this connection.

Loan recoveries will improve and delinquencies decline.
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Interaction of Price and Credit Policies in Costa Rican Agriculture
by

Donald W, Larson and Robert C. Vogel*

I. Introduction

The stagnation of Costa Rican agriculture in the latter part of the 1970s
has become a subject of considerable concern. A leading Costa Rican
economist, Eduardo Lizano, has documented this stagnation in his recent book,

Agricultura y Desarrollo Economica which shows that the growth rate of value

added in agriculture failed to average even one percent annually in the
1973-77 period while the growth rate of gross domestic product (GDP) averaged
more than 5 percent per year over the same period.l/ Furthermore, this grcwth
rate for the agricultural sector is substantially below the 5-6 percent annual
growth rate achieved in earlier periods, such as 1968-72, when agricultural
growth was only slightly less than the growth rate of GDP. An important
characteristic of this stagnation, as Lizano points out, is that it is not
concentrated in one or two products but rather tends to be spread throughout
the agricultural sector.

In his search for the possible causes of this stagnation, Lizano proposes

and then dismisses a variety of natural factors such as droughts, floods,

l/ See Chapter II.

* Assocliate Professor of Agricultural Economics at The Ohio State
University and Professor of Economics at Syracuse University and Visiting
Professor of Agricultural Economics at The Ohio State University,
respectively.
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diseases and insect infestations. He also examines the availability of land
and labor resources and concludes that changes in these factors cannot explain
the stagnation of agriculture. After a brief discussion of prices and
markets, Lizano dismisses these factors as a main cause of the stagnation, and
he also finds no causal relationship between agricultural production and cre-
dit from the national banking system. Lizano concludes that the causes of the
stagnation cannot be identified without further study, but that research and
extension together with improvements in managerial capacity should receive top
priority in the search for a solution to agricultural stagnation.

The purpose of the present paper is to examine the impact of price,
exchange rate and credit policies on the aggregate performance of Costa Rican
agriculture during the 1970s. It will be argued that Costa Rica, not unlike
many other developing countries, has pursued price, exchange rate and credit
policies which have adversely affected the performance of the agricultural
sector. The failure of Lizano's study to find a role for prices is due to the
failure to use "real” prices (that is, to adjust nominal prices for inflation)
and the failure to compare domestic prices with international prices.
Agricultural price policy in developing countries is often based on a compro-
mise between forces that argue for domestic self-sufficiency and hence high
prices and those that argue for low prices to stimulute industrial processing
of raw materials and to provide low cost food for urban, industrial workers.
Such a compromise often tends to emphasize the level of nominal prices rather
than real prices, and this becomes particularly serious in an inflationary
setting where prices are adjusted with a lag. Moreover, domestic prices are
rarely compared to international prices, and when such comparisons are made,

the appropriateness of the exchange rate is seldom considered. Government
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credit policies for the agricultural sector typically focus on preferential
low interest rates and fail to recognize that credit is fungible and cannot
easily be tied to particular activities. Moreocever, in an inflationary
setting such interest rate policies discourage banks from maintaining the real
volume of agricultural lending while providing substantial income transfers to
a relatively few credit recipients.

The analysis in the present paper focuses on the behavior during the
1970s of twelve of Costa Rica's principal agricultural products: rice, corn,
beans, sorghum, coffee, bananas, cocoa, sugarcane, beef, milk, hogs and
broilers. The following sect .on relates the output performance for these
products to their real (deflated) prices after discussing the various Costa
Rican governmental institutions which control agricultural prices. The next
section compares the prices of these products to international prices, that
1s, the prices of these products in the United States. International price
comparisons are made at the official exchange rate and at a more aopropriate
exchange rate which cakes into account the substantial over-valuation of the
official rate. The next to the last section relates output to the real volume
of bank credit for each of these products and then explains why the rela-
tionship between credit and output is so weak. Government interest rate
policies, both before and after the financial reform of late 1978, are
examined with respect to their implications for the allocation of credit to
the agricultural sector. The final secticu summarizes the main conclusions of

the analysis for government price and interest rate policies.
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II. Production and Real Domestic Prices
Basic Grains and Beans

Two government institutions play a major role in determining prices of
basic grains. The Consejo Nacional de Produccion (CNP), established in 1943,
has considerable authority to intervene in the marketing of food products.
According to the Organic Law which created the CNP, it has the responsibility
to: promote agricultural and industrial production; stabilize prices of food
and industrial raw materials; pursue a fair equilibrium between the interests
of producers and consumers; and seek the improvement of living conditions of
Costa Rican people.Z/ Even though it has wide discretion with respect to the
number and kind of agricultural products subject to its market intervention
policies, the CNP has chosen to concentrate on those grains which represent a
substantial proportion of the value of agricultural output (rice, beans, corn
and sorghum)mé/ The key feature of CNP market intervention policies are the
price support program which guarantees minimum purchase prices to farmers for
these basic grains and the monopoly control which the CNP has over imports and
exports which effectively protects the domestic market from the international
market. To implement the price support program, the CNP has a series of
purchasing agencies located in the main producing areas as well as storage and
processing facilities. In addition to the CNP, the Ministerio de Economia,

Industria y Commercio (MEIC) has an important role in controlling the retail

2/ Organic Law of the Consejo Nacional de Produccion, Chapter T,
Article 4,

3/ The CNP also administers the state—-owned monopoly of liquor manufac-
tured in Costa Rica, owns a network of retail sales outlets distributed
throughout the country in which it sells staple goods to consumers, and deter-—
mines the export quota for beef which will be discussed later in this secticn.
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prices for basic grains, the marketing margins for these products, and in
coordinating its price control policy with the CNP's price support policy.

A level of prices high enough to stimulate rroduction yet one which
guarantees consumers an abundant, low-cost supply of food is usually the focus
of much controversy in institutions which have price control responsibility
such as the CNP and MEIC. Price setting becomes a more complicated issue in
an inflationary economy where the level of nomina! or current prices may be
quite different from "real" prices, that is, nominal prices adjusted for
inflation by come deflator such as that for Gross Domestic Product (GDP).
Aithough the attention of policy makers is usually forused on nominal prices,
these prices are useless as indicators of price Incentives in an inflationary
economy where a high nominal price may, after a time without adjustment, become
a low real price which no longer provides any incentive to increase production.
For these reasons, this section of the paper will analyze trends in production
compared to the deflated farm price of the selected products.

The production-consumption balance for the basic grains is such that Costa
Rica 1s self sufficient in rice, which has even been exported in some recent
years, and deficit in the others. Corn production is equal to approximately
90 percent of consumption, whi’~ : srghum and bean production are sufficient
for about half of the domestic consumption of thfse products. (Since Costa
Rica does not produce wheat, it must import all the wheat for domestic
consumption.)

As can be seen in Table 1, even though the production of rice in Costa
Rica 1s quite variable from year to year, it has increased significantly from

55.6 thousand metric tons in 1970 to 134.9 thousand metric tons in 1979 (an 18
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Table 1: Production and Prices of Basic Grains, 1970-1679

COMMODITY :
RTICE CORN BEANS SORGHUM
Deflated Deflated Deflated Deflated
Calender Produc- Farm Produc- Farm Produc- Farm a Produc- Farm a/
Year tion Prices— tion Price— tion Prices— tion Prices—
Metric Colones Metric Colones Metric Colones Metric Colones
Tons per ton Tons per ton Tons per ton Tons per ton
1970 55,621 981 71,294 452 12,024 1017 7,278 389
1971 68,723 840 70,073 488 8,925 1196 11,887 417
1972 62,719 878 75,910 466 14,203 1148 13,806 425
1973 81,640 896 65,476 458 11,031 1790 16,419 534
1974 62,230 1095 60,519 593 13,750 1944 14,129 542
1975 112,132 1060 67,767 659 14,625 2003 19,780 580
1976 105,860 843 114,010 511 16,212 1736 30,885 597
1977 109,964 761 84,703 399 14,059 1477 40,98¢ 461
1978 123,640 735 62,284 393 14,010 1385 52,565 431
19792/ 134,907 685 67,657 396 8,639 1244 59,000 N.A.

é~/Prices are deflated with the GDP deflator using a 1966 base year.
b/ o .
— Preliminary estimates.

N.A. 1s data not available

Source: Banco Central de Costa Rica.
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percent annual rate of increase in production). This strong output perfor-
mance has been associated with a decrease in the deflated farm price of rice
(nominal price divided by the GDP deflator) of 20-25 percent from the early
1970s to the late 1970s. Even though real rice prices have decre: 2d, produc-
tion has increased because of changes in technnlogy and a highly subsidized
crop insurance scheme. Yields have increased because of the introduction of
improved varieties while the location of rice prodution has shifted from the
Pacific North to the Pacific South which has a more favorab'. distribution of
rainfall. A second factor contributing to increased rice production has been
tiie introduction of a highly subsidized crop insurance scheme which primarily
benefits rice producers. A recent study by Vargas et al. shows that the crop
insurance program of the National Insurance Institute has incurred large defi-
cits throughout most of the 1970s as premiums paid were equal tou slightly over
20 percent of the damages paid for crop failures, and most of these damages
were paid to a limited number (about 400) of rice producers.i/

Sorghum production has increased from about 9,000 metric tons in the
early 1970s to over 50,000 tons in the late 1970s, an average annual rate of
increase of 30 percent, which is higher than that of any other grain. The
deflated farm price for sorghum at the end of the 1970s was slightly higher
than that at the beginning of the decade, but below the level which prevailed
in the mid 19705 (Table 1). On the other hand, the stagnation of corn pro-
duction appears to be related to less favorable deflated farm prices even

though nominal prices were increasing. In response to increasing deflated

4/ see Vargas et al. [1979], for a complete analysis of the crop
insurance program and its impact on rice production.
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farm prices, corn production increased during the mid 1970s and reached a peak
of 114,000 metric tons in 1976, after which corn production declined while the
deflated farm price was also declining.

Bean production reached the lowest level of the decade in 1979, slightly
over half the 16,212 metric tons produced in 1976. The large bean crop of
1976 occurred just after the deflated farm price of beans reached a peak in
1975 which was double the deflated farm price of beans in 1970. From 1975 to
1979 the deflated farm price of beans declined by over 35 percent while pro-
duction declined slowly through 1978 and then decreased dramatically in 1979.
One of the difficulties in analyzing bean price and production relationships
is that data on bean production are quite unreliable because of the widely
dispersed, small scale nature of the production system. In addition, some
Costa Rican bean production may actually be illegal imports from neighbo;ing
countries such as Nicaragua, and these have decreased dramatically in 1979

because of the political unrest in that country.

Export Crops

Domestic prices for the main export crops (coffee, bananas, cocoa and
sugarcane) are determined by a combination of world market trends for these
products and Costa Rican government policy which is carried out through
various quasi-governmental organizations. The deflated farm price of coffee
and coffee production fluctuated mildly from 1970 through 1975 (Table 2).
Then coffee prices ncarly tripled from 1975 to 1977 awd production increased
rapidly in 1977 and 1978. On the other hand, banana production reached peaks
of more than 1.2 million metric tons in 1973 and 1975 and has declined

somewhat to a little more than 1.1 million metric tons annually since that
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Table 2: Production and Prices of Export Crops, 1970-1979
c O M M ODTI T Y
COFFEE BANANAS COCOA
Deflated Deflated Deflated
Calendar Farm Farm Farm /
Year Production Price— Production Price— Production Priceé
Metric Colones Metric Colones Metric Colones
Tons per ton Tons per ton Tons per ton
1970 80,590 4423 958,689 403 4,174 3373
1971 87,715 3C03 1,027,648 354 4,422 2453
1972 88,792 3495 1,186,093 371 7,055 2541
1973 92,646 4192 1,289,401 330 5,618 4169
1974 91,238 4244 1,151,277 391 5.919 5953
1975 85,259 3437 1,220,690 458 6,609 4008
1976 81,784 5453 1,187,147 416 5,855 5352
1977 87,183 8987 1,124,691 380 7,694 8595
1978 96,034 7092 1,149,117 357 10,072 6999
19799/ N.A. N.A. 1,114,494 N.A. 5,000 N.A.

i/Prices are deflated with the GDP deflator using a 1966 base year.

b/

—' Preliminary estimate.

N.A.

Source:

is data not available.

Banco Central 7. Costa Rica
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time. The deflated farm price of bananas reached a peak in 1975 and has
declined by about 22 percent since that time which may explain the stagnation
In banana production in the late 1970s. Cocoa production and deflated farm
prices have varied widely during the 1970s; however, both production and
prices began to increase in the mid 1970s. Deflated cocoa prices reached a
record level in 1977 and cocoa production reached a record one year later in
1978 which indicates that cocoa production has also responded to changes in
deflated farm prices.

Sugar output has increased from 159 thousand metric tons in the 1970-71
harvest to almost 195 thousand metric tons in the 1978-79 harvest, which is
an annual rate of increase in output of about 2.4 percent (Table 3)m§/ This
rate of growth in production has not kept pace with the strong demand for
sugar in both the domestic market and the export market. As can be seen from
Table 3, exports of sugar have decreased by approximately 14,000 metric tons
and exports as a percent of production have decreased from slightly over half
of production at the beginning of the decade to about 35 percent of production
at the end of the decade. An important reason for this decline of sugar
exports has been the rapid growth of domestic demand which increased from about
43 kilograms per person in 1970 to nearly 60 kilograms per person in 1979.
Based on these consumption figures, domestic demand has increased at an annual
rate of about 4.2 percent or nearly double the annual rate of increase in

production.6/

é/ The actual rate of increase in output could be somewhat different
because the production data may not have captured all the production on farms
that is processed and sold as crude sugar rather than being sold to a sugar
mill,

5/ The extent to which Costa Rican consumers have substituted refined
sugar for crude sugar may have biased upward the actual rate of increase in
consumption.
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Table 3: Production, Exports and Domestic Consumption of Sugar, 1970-71 to 1978-79

Exports as

Agricultural Sugar Sugar A Percent of Domestic
Yeara/ Production Exporcs Production Consumption
————— Metric Tons - - - - - Percent Kilos/capita
1970-71 159,559 82,822 51.9 43.5
1971-72 181,441 97,715 53.9 46.2
1972-73 176,208 84,963 48.2 48.9
1273-74 166,331 68,644 41.3 52.2
1974-75 178,499 69,285 38.8 54.3
1975-76 172,846 75,366 43.6 54.3
1976-77 194,809 67,842 34.8 56.0
1977-78 191,339 70,530 36.9 57.6
1978-79 194,582 68,412 35.2 59.9

E/The agricultural year is from October 1 to September 30.

Source: Liga Agricola Industrial de la Cana de Azucar
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Sugarcane price policy in Costa Rica consists of a completely adminis-
tered price system. The Liga de la Cana, a quasi-governmental organization,
controls the marketing and prices of sugarcane production and processed
products In Costa Rica. The Liga sets the prices which sugar miils must pay
producers, assigns production quotas to each and directs the sale of sugar
production to the domestic or export market atcording to projected demands,
Prices for sugar at all levels in the marketing system are controlled by MEIC.
As can be seen in Table 4, the deflated domestic wholesale price for unrefined
sugar was below the deflated FOB (free on board) export price of unrefined
sugar until 1977-78. The fact that the deflated domestic wholesale prices
have exceeded the export price in the last two years may Indicate that the
government is attempting to improve prices to farmers in recl terms by using
higher domestic prices to offset the decline in world prices which continued
through 1978-79.

The lack of production incentives in the form of adequate prices appears
to be one of the factors which explains the stagnation of sugar production,
The deflated farm price for sugar in 1977-78 and 1978-79 was about equal to
the deflated price for sugar in 1970-71 and 1971-72 (Table 4). However, the
deflated farm price of sugar increased by over 50 percent from 1970-71 to
1974=75 before falling to the level prevailing at the beginning of the decade.
Sugar producticn also increased rapidly because of more favorable farm prices

and worldwide prices for sugar in that period.

Livestock Products
Total slaughter of beef cattle has increased at the relatively slow rate

of about 1 percent annually during the decade of the 1970s. As can be seen in
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Table 4: A Comparisoi of Export, Wholesale and Farm Prices
of Unrefined Sugar, 1970-71 to 1978-79

Deflated FOB Price Deflated Farm

of Unrefined Sugar Deflated Wholesale Price Equivalent
Agricultural Exported from a Price of Unrefined / of Unrefined /
Year Costa Rican Ports— Sugar in San Jose— Sugar Priceg

1970-71 877 894 433
1971-72 998 841 441
1972-73 1043 732 427
1973-74 1639 594 556
1974-75 3204 608 719
1975-76 1267 591 479
1976-77 839 617 468
1977-78 649 725 460
1978-79 355 762 437

é-/Convert;ed to colones at the official exchange rate for ecach year and deflated
with the GDP deflator using a 1966 base year.

E/Prices are for the calender year 1970 through 1278 and are deflated with the
GDP deflator using a 1966 base year.

E/Calculated from the average farm price paid for cane adjusted to reflect the

average annual yield of sugar per ton of cane and deflated with the GDP de-
flator using a 1966 base year.

Source: Liga Agricola Industrial de la Cana de Azucar.
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Table 5, total slaughter from 1970 to 1973 averaged about 114,000 metric tons,
it increased to a higher 125,000 metric ton level from 1974 to 1976 and then
increased again to over 130,000 metric tons from 1977 to 1979. This total
slaughter is divided between a domestic market which, as can be seen in Table
S5, has increased from 30 percent to 45 percent of total slaughter and an
export market which has declined relatively and absolutely. Of the exported
beef, over 95 percent is sold to the United States, most of it as frozen bone-
less beef.

The main policy instruments used by by the Cotta Rican government to
intervene in the beef cattle market are export quotas and price controls. The
CnNP implements the export quota policy and the MEIC implements the price
control policy. Because a higher price for beef exists in the export market
than in the domestic market, an export guota has been devised to control the
flow of cattle between these two markets. After obtaining an estimate of
total slaughter based upon historical data and producer declarations of male
cattle available for export, the CNP estimates domestic beef consumption needs
and deducts this from total slaughter. The remainder is the amount available
for export which is assigned as a quota to each export slaughter plant and
beef producer.l/ The MEIC sets retail and wholesale pri:e ceilings for beef
which, in combination with the export quota, maintains lower beef prices in
the domestic market than in the export market.

The price trend for beef cattle in the domestic market and the export

market, as well as the weighted average of the two markets for Costa Rican

1/ See Stein for a thorough discussion of the beef export quota system
in Costa Rica.
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Table 5: Beef Cattle Production, Exports and Domestic Consumption, 1970-1979

Domestic
Calendar Total Slaughter Domestic [(;onsur;ptiont
, . s a Percen
Year No. of Head Quantity Exports Consumption of Total
Slaughter
—————— metric tons - - - - - -
1970 280,043 111,037 77,945 33,092 30%
1971 291,567 116,090 68,918 47,172 41
1972 301,245 115,705 73,354 42,351 37
1973 312,546 116,408 74,332 42,076 36
1974 325,713 127,734 85,819 41,915 33
1975 339,489 128,112 78,283 49,829 39
1976 340,344 124,998 72,948 52,050 42
1977 341,436 134,144 78,359 55,785 42
1978 354,963 145,959 82,636 63,323 43
19763/ 340,365 137,120 75,580 61,540 45

E/Preliminary estimates.

N.A. 1s data not available.

Source: Banco Central de Costa Rica
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producers, reveals that the deflated price of beef cattle has decreased by
approximately 25 percent in the decade of the 1970s. As can be seen in Table
6, the export price is about 30 percent higher than the domestic price for
beef cattle which suggests that government policy has an adverse impact on
domestic prices to beef producers.ﬁ/ Although nominal prices have increased
throughout the decade, deflated farm prices reached their peak in 1973 and
have declined fairly steadily since that time. Such declining prices may
explain the stagnation of beef cattle production.

Hog production increased at an average annual rate of 4,6 percent in the
1970s, being fairly stable from 1970 to 1975 and then increasing rapidly from
1976 to 1978 (Table 7). The deflated price of hogs was also quite stable from
1970 to 1975 and then declined by about 10 percent near the end of the decade.
Even though pork production has inrreased at a relatively favorable rate,
Costa Rica has had to import increasing amounts of pork to fill the gap
between domestic demand and supply. Broiler production has increased fairly
steadily at an annual rate of 3.5 percent during the 1970s (Teble 7). This is
quite a favorable performance when one considers that the deflated farm price
of broilers decreased by about 10 percent from the beginning to the end of the
decade.

As can be seen in Table 7, milk production has increased from approxi-

mately 200 million liters in 1970 to slightly over 306 million liters in 1979,

8/ In February, 1980, a new price policy which eliminated this price
differential was approved by the Comision Reguladora de la Carne which con-
tains representatives of the beef cattle producers, processors and the
government.
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Domestic and Export Prices of Beef, 1970-79

Weighted
Producer Price a Producer Price A Average Producer
in Domestic Markets= In Export Market= Price in a/
Bnth Markets-
Calendar Current Deflated Current Deflated Current Deflated
Year Price Priceb/ Price Friceb/ Price Price
= = - - Colones per metric ton live weight - - ~ ~ _
1970 2540 2170 3013 2574 2733 2335
1971 2650 2210 3048 2542 2823 2354
1972 2850 2233 3733 2925 3272 2564
1973 3910 2668 4688 3199 4249 2899
1974 4190 2320 4330 2398 4258 2358
1975 3806 1692 4785 2128 4337 1928
1976 3869 1475 4984 1901 4509 1719
1977 4043 1318 5327 1737 4794 1563
1978 5270 1593 7046 2129 6276 1897
19795/ 7080 1949 10463 2880 8945 2462

3/The beef cattle price available in Costa Rica 1s that established at the
Montecillos market - the prirciple beef cattle market in Costa Rica

E/Prices are deflated with the GDP deflator using a 1966 base year.

E/Preliminalry estimates.

Source:

Banco Central de Costa Rica
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Table 7: Production and Prices of Livestock Products, 1970-19/9
C O MM ODTI T
MTILK HOGS BROILERS
Deflated Deflated Deflated
Calendar Farm Farm a Farm /
Year Production Price— Producticn Price— Production Price—
Thousand Colones per Metric Colones Metric Colones
Liters 000 1liters Tons per ton Tons per ton
1970 206,093 804 9,447 2861 4,217 3186
1572 209,508 920 10,234 3410 4,411 3052
1972 221,979 905 10,271 3323 4,677 3589
1973 235,298 788 10,415 3248 4,722 3295
1974 240,916 908 10,560 3306 4,900 36AR8
1975 250,774 945 9,619 3348 5,091 3255
1976 271,750 864 11,529 3089 5,415 2898
1977 290,299 749 12,509 3082 5,427 2834
1978 300,808 778 13,710 3043 5,590 2593
19792/ 306,524 770 N.A. N.A. N.A. N.A.

2/Prices are deflated with the GDP deflator using a 1966 base year.

b . .
—/Prellmlnary estimates.

N.A. is data not available.

Source:

Banco Central de Costa Rica



an average annual increase in production of about 4.8 percent.g/ This would
seem to be an adequate growth rate of output, but it has slowed to only a 1.0
percent annual growth rate in 1978 and 1979, which is much less than the
growth rate of demand for dairy products, and this has necessitated increased
imports.

Price policy in the dairy industry consists of maximum selling prices for
fluid milk administered by MEIC which are set below the market clearing price
and are applied at all levels in the marketing channel from the producer to
the consumer. The processors indicate that price controls such as those for
fluid mllk result in an excess demand for the product and the' must ration the
limited supply among all consumcrs. Some of the ways which have been used to
ration fluid milk consist of changing from daily delivery to homes or stcres
to an every other day delivery. In addition, processed milk products such as
cheese, ice cream and yogurt do not have price controls so that processing
plants may divert milk to those more profitatle products, thereby further
reducing the supply of fluid milk.

The milk production increases have been achieved at the same time that
the deflated farm price of milk has been decreasing. The deflated farm price,
about 804 colones per thousand liters in 1970 has fluctuated substantially; it
reached a high of 945 colc' es per thousand liters in 1975 and has tended to
decrease since then to 770 colones per thousand liters in 1979. It is

somewhat surprising that milk production has continued to increase during the

9/ Since reliable estimates of raw milk producticn and consumption in
rural areas are difficult to obtain, the annual rate of increase in production
may be inflated because of the substitution over time of pasteurized milk for
raw milk,
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last half of the decade in view of the declining price for the output;
however, one would expect more of a lag in the production response to price
changes for milk than for products with an annual production cycle. Because
of declining prices, farmers may reduce milk output in the short run by tem-
porarily cutting back on the amount and quality of inputs such as the feed
concentrates used for milk cows and the amount of urea and other fertilizers
which they apply to their pastures. Conversations with milk producers indi-
cated that such reductions in the use of purchased inputs appear to have taken
place in the Meseta Central and North during 1979. If prices continue low for
long periods, producers will begir selling their milk cows for slaughter and
diverting the pasture land to production of more profitable crops. The lack
of current and reliable data on the dairy cow herd does not permit analysis of
those numbers to observe whether dramatic changes in dairy cow numbers have

occurred.

III. International Price Comparisons

When the prices of agricultural products in Costa Rica are compared with
the prices of these same products in other countries, and these comparisons
are made at the official exchange rate for the Costa Rican colon, Costa Rica
appears to be non-competitive in the production of many agricultural products.
However, using the official Costa Rican exchange rate for such comparisons is
inappropriate and misleading. Using the offical exchange rate is not only
likely to mislead government officials in setting price policies for the agri-
cultural sector, but also directly affects agricultural output through incen-
tives for producers. If, as is the case in Costa Rica, the official exchange

rate is over-valued, then revenues received in domestic currency for export
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sales are accordingly reduced, so that the incentives for producers to export,
or even to prodice those products which might be exported, are thereby
reduced.lg/

There are two separate reasons for arguing that the Costa Rican colon is
over-valued, and each of thz2se must be taken into account independently in
arriving at an estimate of the exchange rate which should be used in making
international price comparisons. The first reason is based on traditional
purchasing power parity argumentsmll/ In mid-1974 Costa Rica officially
devalued by unifying its multiple exchange rates at the higher free market
rate of 8.57 colones per U.S. dollar, and this fixed official rate was main-
tained throughout the rest of the 1970s. From mid-1974 to mid-1979 the Costa
Rican wholesale price index increased by 81 percent, while the wholesale price
index in the United States, Costa Rica's major trading partner, increased by
47 percent. Assuming that the official exchange rate adopted in mid-1974 was
an equilibrium rate at that time and using the relative changes in wholesale
prices 1in Costa Rica and the United States implies that the Costa Rican colon
was over-valued by 23 percent as of mid-1979. It can further be argued that
the mid-1974 devaluation was insufficient to remove completely the over-
valuation of the colon even at that time, as the large deficit in Costa Rica's
balance of trade persisted after 1974. 1In fact, by the beginning of rhe 1980s

this deficit h2d become so large that Costa Rica was forced to abandon its

unified official exchange rate of 8.57 and in September, 1980, adopted a

10/ see Schuh [1974] for an analysis of exchange rate policy and U.S.
agriculture.

_ll/ See Officer [1976] for a discussion of these arguments.
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system under which half of most international transactions take place at the
official rate and half at a free-market rate. By mid October the free-market
rate exceeded 13 colones per U.S. dollar, which implies an over-valuation of
more than 25 percent for the cfficial exchange rate if the equilibrium rate is
assumed to be half way between the official and free-market rates.

To this estimate of the over-valuation of the official exchange rate,
must be added an estimate of the over-valuation due to the structure of
protection. It is now widely recognized that the protection of import=-
competing activities through tariffs and other trade barriers implies negative
protection for export activities, in part because the domestic currency is
valued higher vis-a-vis foreign currencies than it otherwise would
be.12/ Tariffs and other barriers against imports reduce the demand for
foreign exchange and thereby raise the value of the domestic currency.
Estimates of over-valuation due to the structure of protection are based on
comparing the existing exchange rate with estimates of what the exchange rate
would be under a regime of free trade. This depends, in turn, on estimates of
the elasticities of demand for imports and of supply and demand for exports
together with the rate of tax (or subsidy) on exports and the rate of nominal
protection for imports (including both tariffs and other trade barriers)hlé/
Estimates for Costa Rica based on data for 1978 yield an over-valuation of

slightly more than 20 percent, and this figure is quite insensitive to

12/ see belassa and Associates [1971)] for a full discussion of effective
protection and for estimates of effective protection for several developing
countries including Brazil and Chile.

13/ see Bacha and Taylor [1979].
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substantial changes in the elasticity estimates. However, it is likely to be
an under-estimate of over-valuation for several reasons, primarily the dif-
ficulty of quantifying all non-tariff barriers against imports.iﬁ/ In
addition, the changes in foreign exchange markets which were initiated in
September, 1980, involve a substantial increase in nominal protection as many
tariffs were increased and a system of prior deposits for imports was
instituted.

When the official exchange rate is used to compare farm level prices in
Costa Rica with those in the United States, one set of conclusions is reached
about the competitiveness and efficlency of Costa Rican agriculture, but the
conclusions are strikingly differgnt when the over-valuation of the oxchange
rate is taken into account. As shown in Table 8, the ratio »f Costa Rican
farm level prices to U.S. farm level prices at the official exchange rate
suggests that Costa Rica i3 more efficient than the United States only for
beef among the eight commodities examined. However, when a 40 percent over-
valuation of the official exchange rate is taken into account, (which is quite
conservative given the foregoing estimates) Costa Rica is more efficient in
five of the eight commodities: rice, milk, pork, and possibly beans, as well
as beef. Such a dramatic change in the competitive position for these
products indicates clearly that an over-valued ex¥~hange rate can introduce
serious distortions in government price polic. \d can eliminate price

incentives for producers of actual or potential exports.

14/ The estimate of a 20 percent over-valuation in Costa Rica due to
protection appears quite modest compared to the estimates of Belassa and
Associates of 27 percent for Brazil and 68 percent for Chile as of the
mid-1960s.
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Table 8: Comparison of Farm Prices in Costa Rica and the U.S. at the

Official Exchange Rate and Adjusted for a 40 percent
Over-Valuation of the Costa Rican Colon

Average Ratio of Costa Rican Price
Farm to U.S. Farm Prices at
cosca i pofticial | Dichenee tace
Colones per 8.57 Colones 12.00 Colones
Metric ton per U.S. $ per U.S. $

Rough Rice

1977/78 1817 1.01 0.72

1978-79 1911 1.24 0.88
Corn

1977/78 1630 2.37 1.70

1978/79 1783 2.39 1.71
Sorghum

1977/78 1405 2.27 1.63

1978/79 1405 2.10 1.50
Dry Edible Beans

1977/78 4891 1.39 0.94

1978/79 4891 1.32 0.99
Beef

1978 6276 0.68 0.49

1979 8945 0.72 0.51
Mil1k3/

1978 2574 1.26 0.60

1979 2799 1.19 0.85
Hogs

1977 9450 1,27 0.91

1978 10070 1.14 0.82
Broilers

1977 8690 1.95 1.39

1978 8579 1.73 1.23

E/The price of milk is in Colones per thousand liters.

Sources: Banco Central de Costa Rica and U.S. Department of Agriculture,
FSNS  "Aerirnltural Prices."
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Since Costa Rican beef prices are about 70 percent of U.S. farm prices
at the offfcial exchange rate and about 50 percent of U.S. farm prices when
the over-valuation is considered, the Costa Rican beef industry should be in a
strong competitive position in the expert market. However, performance has
not equalled this expectation. Because real (deflated) beef prices in Costa
Rica have declined by about 25 percent during the 1970s, heef production has
stagnated and beef export: have declined not only in absolute terms but also
from 70 percent of tctal production to 55 percent. Stagnation resulting from
low prices for producers is ultimately due to beef prices set low for Costa
Riran consumers together with an over-valued exchange rate for bheef exports.

A more appropriate exchange rate could markedly increase producers revenues and
thus provide the incentive necessary for increased heef output.

Rice also appears to have strong potential as an export, but relatively
little has actually been exported because the over-valued exchange rate
misleads the government policy makers who set support prices and distorts
price signals to domestic producers. As can be seen from Table 8, ad justing
the official exchange rate for a 40 percent over-valuation makes Costa Rican
farm level prices for rice about 20 percent lower than U.S. farm level prices.
International price comparisons at an appropriate exchange rate thus indicate
that Costa Rican rice producers are quite competitive, something which is not
apparent when the official exchange rate is used.

Distortion of price policies and incentives through an over-valued
exchange rate can also be found in the Costa Rican dairy industrv, even though
the dairy industry is oriented toward the domestic market. It has frequently
been argued that Costa Rica has a high cost, inefficient dairy industry which

already receives too high a price for fluid milk. Evidence presented to
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support this argument is that milk solids can be imported and reconstituted
for sale as fluid milk in Costa Rica at a price competitive with locally
produced milk. However, this argument ignores the fact that an over-valued
exchange rate not only taxes the producers of export goods but also subsidizes
the users of import goods. Because of the over-valued exchange rate, it
appears more attractive to import milk solids than to raise domestic milk
prices and thereby encourage domestic production. When the 40 percent over-
valuation of the official exchange rate is taken into account, Table 8 shows
that Costa Rican farm level prices for milk are 10-15 percent below U.S. farm
level prices. The Costa Rican dairy industry is thus not so inefficient and
high cost as has been argued, and higher domestic milk prices may be
preferable to importing milk solids which are subsidized through an over-
valued official exchange rate.

For some commodities, such as corn and sorghum, Costa Rican farm level
prices remain substantially above U.S. farm level prices even when the over-
valuation of the official exchange rate is taken into account, which confirms
that Costa Rica is not competitive in these products. In the case of beans, a
40 percent adjustment of the official exchange rate yields Costa Rican farm
level prices which are about the same as U.”. farm level prices. Wide price
fluctuations and a failure to focus on technical problems of bean production,
rather than the inefficiency of domestic producers may have been the principal
handicaps for bean production.

International price comparisons for hogs at an exchange rate adjusted for
over-valuation indicate that Costa Rican farm level prices are quite com-
petitive with U.S. farm level prices, but broiler prices remain substantially

higher in Costa Rica than in the United States. The maln barrier to increased
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production of pork, and especially broilers, appears to be the high cost of
feed grains which comprise a high percentage of the production costs for these
products. Since the official exchange rate is over-valued, it might seem that
pork and poultry producers benefit from a subsidy on imported feed grains.
However, as discussed above, feed grain prices (e.g., corn and sorghum) remain
high even when the exchange rate is adjusted for overvaluation. The CNP
controls grain imports and thereby maintains the domestic prices of these

inputs for pork and poultry substantially above world market levels.

IV. Agricultural Credit

The commerical banking system has traditionally been the predominant
source of agricultural credit in Costa Rica, accounting for two-thirds to
three-quarters of agricultural lending, with most of the rest spread among a
variety of informal sources such as moneylenders and friends and
relatives.l3/ No comprehensive survey has been carried out during the 1970s,
but it is likely that the commerical banks have maintained their share of
agricultural lending, while the growth of financieras (quasi-banks which avoid
most government banking regulations) and agricultural suppliers has eroded the
shares of other informal sources of credit. The Costa Rican banking system
consists of a Central Bank and four commercial banks, all of which are owned
by the government of Costa Rica, but which operate with some autonomy, espe-
cially the commercial banks. The most important attributes of commerical bank
agricultural lending in Costa Rica, at least until the financial reform of

late 1978, have been the low interest rates set by the Central Bank and the

15/ see Vogel and Gonzalez-Vega [1969].
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limits (both minimum and maximum) which the Central Bank sets on the amount of
credit to be made available for different activities.

Throughout most of the 1970s, interest rates on bank agricultural loans
have been set between 8 and 11 percent, with the lowest rates on loans for
small farmers and for certain preferred activities such as planting basic
grains and oilseeds. .- argument for these subsidized low interest rates,
which have even been be.ow the rate of inflation in Costa Rica during several
years of the 1970s, is that they improve the distribution of income and pro-
mote agricultural production in the face of other distortions which place the
agricultural sector, and especially small farmers, at a disadvantage.lé/ With
respect to the distribution of income, bank agricultural loans have been found
to be highly concentrated in large loans to relatively wealthy farmers, a
pattern unlikely to facilitate aa improvement in income distribution.ll/ As
will be shown below, the relationship between subsidized credit and agri-
cultural production is also unclear, inspite of the Central Bank's limits on
lending for different activities. This is due in part to two elements which
weaken the Central Bank's system of credit limits: (1) the commercial banks
are sometimes able to lend less than the minimum limit or more than the
maximum; and (2) the limits apply to broadly-defined activities (e.g.,
planting seasonal crops) and not to specific activities (e.g., planting corn).
However, the rost important reason is borrower behavior, that is, even loans
that are said to be for the planting of corn do not necessarily lead to more

corn being planted.

16/ see Lizano, [1980] Chapter 1IV.

17/ see Vogel, [1977].
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Table 9 shows for each of the principal crops the amount of credit dis-
bursed by the commercial banks for each year, 1970 through 1978, and the per-
ventage of total bank agricultural credit accounted for by each crop. In
addition, bank agriculture credit is shown as a percentage of total bank
credit and in real terms (using the deflator for gross domestic product).

Data for 1979 are not shown, in part because the breakdown by crop is not vyet
available, but especially because the ycar since the financial reform of late
1978 deserves separate attention. Although the agricultural sector may be
favored with subsidized low interest rates, it is not clear that the agri-
cultural sector has been favored with abundant credit. Bank agricultural
credit has not only tended to decline as a share of total bank credit during
the 1970s, but has even failed to keep pace with inflation during most years.
If a principal purpose of government credit policy is to promote agricultural
production, the volume of credit available is likely to be more important than
subsidized low interest rates.

It is also important to look for consistent relationships for individual
crops between production and the amount of bank credit allocated. However, it
must be recognized that any such relationship may be due as much to the demand
for credit by producers as to Central Bank policies which attempt to allocate
the supply of credit. Looking first at the main export crops, it is difficult
to find any consi .tent eviden:e of a close relationship between Costa Rican
bank credit and production. For coffee, Costa Rica's most important export in
most years, production has tended to rise somewhat during the 1970s in the
face of a decline in bank credit in real terms and as a share of total agri-
cultural credit. Bananas, usually the second most important export, have

never been allocated an appreciable amount of credit by Costa Rican banks.
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Table 9: National Banking System

Distribution By Product of Credit Disbursed for Agriculture, 1970-1978

(Millions of Colones and Percents)

1970 1971 1972 1973
Amount Percent Amount Percent Amount Percent Amount Percent
of of of of of of of of

Credit Credit Credit Credit Credit Credit Credit Credit

10.

11.

12.

13.

14.

15.

16.

Coffee
Bananas
Cacao

Sugar Cane
Rice

Corn

Beans
Sorghum
Beef Cattle
Dairy Cattl
Hogs
Poultry
Other

Total
Deflated
Amount of
Credit a/
Amount of
Credit for
Agriculture
as a percen

of all Bank
Credit

470.5 64.2  461.5 47.8  454.1 47.8  528.7 45.4
14.8 2.0 25.8 2.7 4.6 0.5 2.8 0.2
1.6 0.2 1.5 0.2 1.0 0.1 2.0 0.2
27.7 3.8 27.9 2.9 31.9 3.4 25.2 2.2
23.8 3.2 39.8 4.1 43.1 4.5 43.8 3.8
2.4 0.3 6.3 0.6 8.9 0.9 6.3 0.5
1.8 0.2 1.8 0.2 1.5 0.2 1.2 0.1
0.1 0.0 0.5 0.1 1.0 0.1 1.8 0.2
163.4 22.3  268.0 27.8  267.2 28.1  428.5 36.8
e 11.7 1.6 36.5 3.8 32.7 3.4 20.8 1.8
0.6 0.1 2.8 0.3 3.9 0.4 2.5 0.2
2.2 0.3 4.4 0.4 4.7 0.5 5.5 0.5
11.6 1.6 88.7 9.2 96.1 10.1 93.9 8.1
732.3 100  965.6 100 950.8 100 1,163.2 100
625.6 805.2 745.1 793.7

t

49.9 45.6 43.0 44,7



Table 9: cont'd

1974 1975 1976 1977 1978
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
of of of of of of of cf of of

Credit Credit Credit Credit Credit Credit Credit Credit Credit Credit

1. 649.9 42.5 591.1 32.5 582.7 30.2  348.3 16.7 411.5 16.5

2. 29.4 1.9 1.0 0.0 7.1 0.3 15.9 0.7 6.2 0.2
3. 2.1 0.1 7.8 0.4 8.8 0.4 8.6 0.4 6.8 0.3
4, 43.4 2.8 102.8 5.7 37.0 1.9 97.5 4.6 58.0 2.3
5. 4.7 4.9  244.5 13.5  244.9 12.7 212.3 10.1  236.7 9.5
6. 12.3 0.8 38.4 2.1 40.9 2.1 41.4 2.0 29.3 1.1
7 8.0 0.5 16.4 0.9 11.3 0.6 12.9 0.5 9.4 0.3
8 8.5 0.6 75.4 1.4 32.3 1.7 38.5 1.5 48.7 1.9

9. 475.8 31.1  390.1 21.5 424.3 22.0 542.6 26.0 668.4 26.9

10. 33.9 2.2 48.9 2.7 75.5 3.9 146.5 7.0 146.1 5.8
11. 2.8 0.2 4.3 0.2 7.1 0.4 10.7 0.5 19.8 0.8
12. 10.5 0.7 6.2 0.3 14.4 0.7 18.4 0.8 16.3 0.6

13. 176.2 11.5 333.4 18.4  435.4 22.6  565.6 27.3 827.1 33.3

14. 1,527 5 100 1,816.7 100 1,924.6 100 2,068.6 100 2,486.2 100
15. B845.9 807.8 734.0 674.6 751.4
16 40.0 37.9 38.0 37.8 37.1

-E/The amount of credit is deflated with the GDP deflator using a 1966 base year.

Source: Banco Central de Costa Rica.
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‘ans aredit for cocoa rose to a substartially higher level beginning with
1975, and production rosc appreciablv in 197/ and 1973, However, the {ncrease
Pnoeneon prices beginniag in 1973, and especially in 1977 and 1978, mav be
more responsible for the increases in credit and productfon than any attempts
by the Central Bank tn allocate more credit to cocoa. Bank credit for sugar-
cane has been quite erratic, with especially large increases in 1975 and 1977,
hut Lhese fluctuations do not appear closely related to fluctuations in
proadaction,

"or basie grains auy relationship hetween credit and production would be
cespecially interestineg because of che number of programs that Costa NRica has
had Lo promote the sroduction of basie grains, including several «radit
provrans.  iigh prices for rice in 1974 and 1975 led to substantial increases
in production and bank credit for rice in 1975 and 1276. Sincoe then, rice
production has continued at a high level, especially in 1978 and 1979, while
bank credit for rice has fallen in real terms and as a share of total agri-
cultural credit.  Corn production and credit both fluctuated somewhat during
thie early 1970s, but without any close association. However, in 1275 bank
credit for corn rose to its highest level in real terms and as a share of
rotal agrientural ecredit, while production continued at a low level. Corn
production reached a peak in 1376 and has since scttled back to its earlier
lTevel, while bank credit for corn has continued to be more inmportant in the
lare 1970s than earlier in the decade. The pattern for bean production and
credit is similar to corn. Bank credit increased sharplv in 1974, while bean
rodact {on rﬁnuincd helowv dts 1972 level.  Bean production reached its peak in

1976, atter bank credit for beans had begun to taper oft. Only sorphum, of
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the four basic grains, shows a pattern of increasing hank credit accompanied
by increasing production.

The relationshin bhetween meat production, especiallv seefly and favorable
credit conditions (or favorable prices) is nuch more difficult to detect
because increased credit may initially lead to less slaughter as producers
build their herds in anticipation of increased long=-run profits. bank credit
for becf cattle tended tn increase during the early 1970, reaching a peak in
1973 and 1974 in real terms and as a share of total agricultural credit, but
fell sharply in 1975 and 1970, and then rebounded semewhat in 1977 and 1973,
Beef production remained quite stable from 1970 throngh 1973, fluctuated
around a higher level from 1974 through 1976, and then fluctuated around a
still higher level irom 1977 through 1979. Bank credit for hogs increased
appreciably in 197! and 19724and then declined somewhat in the following two
vears, while hog production fluctuated with nc clear trend from 1970 through
1975. Only since 1975 has there been a steady upward trend in both production
and bank credit for hogs. Broiler production has tended to increase quite
steadily throughout the 1970s, while bank credit increased very nodestly
through 1973, then rose sharply, fell hack and rose again in the subsequent
three years, and finally remained fairly stable in 1977 and 1978. Milk pro-
duction has also risen at a fairly steadv pace during the 1970s, while credit
for dairy cattle has shown sipnificant fInctuations, Bank credit increascd
greatly in 1971, fell back the next two vears, and then returned to its former
level in real terms and as a share of total agricultural credit over the
followving two vears, before increasing sharply in 1976 and 1977 and faltling

back again in 1978,
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The examination of production and hank credit during the 1970s for most
of Costa Rira's main apricultural products does not give the impression of any
close association between credit and output. Given the impact of the
government's price policies on agricultural production, there is little indi-
cation that bank credit at subsidized low interest rates has effectively
either complemented these price policies or offset anv distortions that nay
have been induced. Recent studies of rural financial markets which emphasize
the fungibhility of credit help to explain why this is so.lﬁ/ Because credit
Is funpible, preferential low interest rates for the agricultural sector will
Fall to redirect resources toward favored activities in the agricultural
sector. Preferential low interest rates do not change the prices paid by
farmers for inputs or received for output or the technolovies available to
them and hence leave unchanged the relative profitability of agricultural and
non-apricultural activities as well as different activities within the agri-
cultural sector,

Since credit provides general command over resources, it cannot easily be
tied to the production of particular goods. Diversion of loans to other than
the prescribed uses bv farmers has been found to he widespread whenever audits
of craedit use have been carried nut.li/ Even diligent and costly programs of
credit supervision have failed to eliminate diversion and, in ary case, are
hased on the dublous assumption that supervisors know better than farmers what

. R
farmers should be producing and how they should he producing 1t.:9/ More

o/ . R R . .
137 e aspecially Von Pischke and Adams 19607,
I : )
197 vew of these studies have been published hecause thev are typicallv

carrviced cut oon A contidential basis hv internatinnal lendiny institutions.

20/ o . - - . . s
207 5o Lipton, [1976] for a strong attack on credit supervision from a

sonevhat radical perepective.
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subtle and pervasive than outright diversion is the case in which the farmer
presents the lender with his most attractive undertaking, one which would be
carried out even if a loan were not received, and then uses the additional
resources obtained with the loan for sonme unspeciiicd activity. Such t o sior
Is especially likely for relatively wealthyv farmers who, as mentioned above,
ohtain the lion's share of bank agricultural credit in Costa Rica and who most
often have a variety of activities both inside and outside the apricultural
sector.

As indicated above, Costa Rica underwent a major financial reform in late
1978, so that the pattern of credit allocation for 1979 deserves special
attention, even though information on credit for individual crops is not yet
available. The main element in this financial reform was a substantial
increase in some interest rates and a complete freeing of gthers from Central
Bank control. However, certain interest rates, esnecially for activities
within the agricultural sector, have continued to be fixed at low levels.
Small farmer loans continue to be made at 8 percent per vear and short-term
loans for seasonal crops at 10 percent, while certain livestock activities are
financed at pre.erential rates, but mostly above 10 percent. Interest rates
on Inans from the financiera sections of the commercial banks are uncontrolled
and have ranged from 20 to 25 percent during 1979, while the rate on loans
from the banks' commercial sections continues to be set by the Central Bank,
but at a rate which varies according to the London inter-bank rate, and has

fluctuated somewhat below 20 percent during 1979.21/

2 . . . . .
z[/ Costa Rican commercial banks are divided into departments, among which
the most important are the commercial and fipanciera sections.
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The interest rates paii on time deposits also vary according to the
London iater-bank rate and have ranged avound 13 percent during 1979, while no
interest as naid on demand deposits and the rate on savinps deposits s ixed
at 5 opereentr.  As night he cexpected, time deposits gprew rapidly during 1979
relative to both demand deyosits and savings deposits. Given the structure Qf
flosta #ican enmmercial banks, this has implied more resources available to the
Financicra scetions to be lent at hicher uncontrolled rates compared tou the
resources available to rhe commercial sections to be lent at lower preferen—
tial rates (either fixed or fl-xihle). This relative lack of resources for
the comnercial sections could, of course, have becn offset by Central Bank
Fending or by borrowing from foreign sources. In fact, these sources were
used heavily during 1979 as domestic eredit from the Central Bank to the com-
nerteal hanks more than tripled, while the Central Bank almost doubled the
foreign resources channelled to the commercial banks, and the commercial bhanks
themselves increased their direct borrowing from foreign sources. The foreign
resources helped to offset the large deficit in Costa Rica's balance of trade,
but. more significantly aimost all of these resources went to finance Costa
Rica's large wovernment deficisc, as commercial bank lending to the public
sector almost tripled during 1979,

The net resulr of the wnterest rate reform, together with the foreign
borrowing and the govermaent's deficit, was that commercial bank credit to the
private scotor increased very little cven in nominal terms during 1579 and
actually declined in real terns. Moreover, all of the increase was in hizh
interest rare loans fron the financiern sections, as loans outstanding from the
cormercial sections to the private sector were virtually the sane ot the end

ot 1979 as at the end of 1y743. Agliculture fared sonewhat worse than the rost
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of the private sector. 1Its share of bank credit cutstandine to the private
svetar fell from 43.5 percent at the end of 1978 (o 41,5 Lercent at the end of
1979, while its share of new lnans dishursed was 3701 percent Aduriag 1978 and
35.3 percent durine 1979. Apriculture actuallvy increased its share of credit
Fron the commercial sections and malntained its share of credit from the
financiera sections. However, agriculture has traditionallv depended heavily
on the commerical sections and only lightlv on the financiera sections, so
that the substantial sdecline of the commercial section relative to the finan-
ciera sections led to the overall decline in bank credit to the agricultural
sector.

Lt is Loo soon te evaluate the lapact ol these changes on agricul tural
production because production figures for 1979 aro still preliminary and
figures on bank credit by crop are n:t vet available. However, the fact that
the agricultural sector lost out rolative to the rest of the private sector
which in turn lost out to the public =cctor in credit from the banking svatem
suggests scne problems. The main problem for apriculture from the rinancial
reform does not appear to be the hipher interest rates, as the apricnltural
sector was able to maintain its share of crodit from the financiera sections
where allocation is larsely bascd on horrower demand, but rather in the
restriction of credit from the commercial seetions which have traditionally
been the main cource of asricaltural credit, A nore complete Intoerest rate
reform which allows higher iuterest rates on commerical ccection loans could

help to resclve this problem.

V. Conclusion
Costa Rican agricultural production hYas tended to stapnate during: oo

19705, ecpecially curta, iin o on 1w 1. 0F Lae ducarde s ovarse pove roasent
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price palicies for the apgricultural sector have contributed substantially to
this stagnation. Although the prices of most agricultural products have risen
in noninal terms during the 1970s, converting to real prices using the defla-
tor for wross domestic product reveals much lower velative prices for nost
agricultural products at the end of the decade than at the beginning or in
mid=decade. Governuent price policies for the agricultural sector have either
ignored the reality of inflation or have attempted to combac inflation through
agricultnral price controls, and these have been costly policies in terms of
agricultaral utput foregone.

The ygovernnent may bhave been misled by making inappropriate international
price comnarisons based on the official exchange rate, comphrisons which
sugnest that Costa Rican is an inefficient and noncompetitive nroducer for
many of its main agricultural products. When the official exchange rate is
adjusted for an over-valuation of at least 40 percent, Costa Rican producers
are shown to be efficient and competitive in a variety of agricultural
products which are not currently being cxported or are even being imported.
Thus, Costa Rica is not only foregoing agricultural output bhut is also wasting
foreign exchange at a time of large balance of trade deficits. Moreover,
government credit policies of subsidized low interest rates on bank agri-
cultural loans have done little or nothing to offset the effects cf adverse
price policies. Yecause credit is fungible it cannot readilv be tied to par-
ticular activities, and low interest rate loans do not change the relative
profitahility of different activities either inside or outside the asri-
celtural sector. The main result of recent govermment credit policies has
been to reduce the flow of hank cradit to the asricultural sector in real
teras, rnereby conplenenting governpent price policies in their discrimination

arainst the asricaltural sector.
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2nd Session: Rapporteur's Report and Discussion

Exchange Rates, Pricing Policies and Credit Policies

1. Exchange Rates:

There is a danger that ho*ding a lucal currency fixed
in relation to those of its major trading partners in the face
of rising domestic inflation will create a drift from real
price situations. When the drift steadily overvalues a
currency then, in the countries in question, this causes
the followiug:

i) imported food appears cheaper.

II) exported agricultural products appear dearer.

Thus the agricultural sector is penalized as it may appear
less efficient than it is in reality. Therefore Governments
should establish the machinery for on-going realistic evalu-

ation of exchange rates.

2. Subsidies:

In times of economic stress the continued viability of
both the agricultural sector and credit institutions servicing
this sector is of importance. Subsidies may be applicable.
These may be direct (on prices and interest rates) or
indirect (provision of infra-structure). The temptation to
subsidize small farmers' production activities by subsidizing
interest rates on loans should be resisted. In certain cases

a strategically aimed subsidy on output, or even on inputs,
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may be applicable but, in general, indirect subsidies such

as providing farm services, (e.g. research and extension)
and, strengthening the viability of institutions providing
such services are likely to be the most satisfactory type

of help for the small-farmer sector. (For example, subsidizing
the initial costs of an institution, for the establishment
and operation of a well-developed branch network). In general
indirect, infra-structural subsidies (marketing services,
irrigation networks, feeder voads, etc.) lead to less distor-
tions than direct subsidies on prices (including the price

of credit). 1In favourable times, with the right technology,
there is no case for a subsidy. Credit institutions should
seek to direct investment to those enterprises/farmer-

borrowers which promise the best return.

3. Pricing Policies:

Pricing policies which result in cheap food for consumers
penalize the farming sector and make credit-financed invest-
ment difficult. Both the farmer and agricultural bank suffer.
The danger is that the producing sector will contract, short-

ages ensue and price controls become impossible to enforce.

4. Productivity of Agriculture:

When a farmer's terms of trade are favourable and produc-
tivity of resource use is good then his borrowing is likely

to be of benefit both to him and to the lender, and vice versa.
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Terms of trade and productivity are affected by:
a) input prices;
b) product prices;
c) nature of the enterprise (risk and uncertainty
involved) ;
d) farmer's skill as a manager and in general his
command of resources.
Credit institutions cannot easily influence (a) and
(b). However, they can directly choose to whom they lend
and for what. Therefore, they can control (¢) and (d)
provided they are prepared to do so and that they have the

necessary expertise.
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I. INTRODUCTION

The experience of small farmer credit programs in Jamaica
during the 1970's illustrates many of the classic dilemmas facec
by these programs in most LDCs. This paper (iscusses these
experiences but, in so doing, the reader is reminded that the
performance of the Jamaican small farmer credit institutions
and programs are replicated in many other LDCs and the critiques
and discussion that follow should not be thought only relevant
to the Jamaican case. The paper is organized into four sections.
First a brief overview is made of the per formance of the economy
during the seventies. Second, the relative scope and role of
the small farmer credit initiatives in the larger rural finan-
cial market setting is establishéd; third a specific analysis
of the three major small farmer credit programs is offered and
finally we conclude with a set of recommendations to restructure
and revitalize the rural financial markets in Jamaica. Through-
out the paper attempts are made to distinguish between the issues
of performance in the real economy. This issue is important
since the factors and policies conditioning the performance of
the economy in general and the agricultural sector in particular
arelcrucial determinants of the performance of rural financial

markets and programs.

II. 'CONOMIC STAGNATION IN THE 1970's
During the late sixties and early seventies, the Jamaican

economy registered respectable rates of growth (six percent for
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real Gross Domestic Product) although this was not true of the
agricultural sector which declined at an average annual rate of
four percent. From 1973 onwards, however, a severe economic
recession set in, Total real gross domestic product decreased
by 2.8 percent per annum between 1973 and 1978, negative growth
being recorded in each of the last five years. Key sectors
such as mining, manufacturing, construction, and commerce de-
clined at average annual rates of three percent, seven percent,
10 percent and eight percent, respectively. The agricultural
sector was the only productive sector to experience positive
growth (three percent per annum) over the same period.

This dismal growth experience was associated with sharp
contractions in domestic savings and investment. Domestic
savings which averaged 17 percent of gross national product
in between 1965 and 1970, averaged only 10 percent between 1971
and 1975, becoming negative thereafter. Though foreign invest-
ment helped to boost real national savings early in the decade,
real net capital formation contracted almost continuously from
J$250 million in 1970 to J$29 million in 1977.

The growing deficit in the balance of payments has had a
seriously debilitating effect on the economy. Net foreign re-
serves fell from J$130 million in 1974 to minus J$196 million
in 1977 to place Jamaica on the verge of international bank-
ruptcy. A sharp, prolonged decline in cxport earnings combined
with an inability to reduce imports sufficiently led to this

state of affairs. Domestic inflat‘on also accelerated during
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this period, largely as a result of the growing public sector
deficit and rising import prices. Annual inflation rates (using
the Consumer Price Index as the measure) rose from 9 percent in
1972 to 48 percent in 1978.

"stagflation" affected the financial sector. Government
debt increased substantially as a proportion of commercial bank
assets (from 11 percent in 1970 to 33 percent in 1977). Commercial
banks increased their holdings of government securities because
the decline in aggregate demand and credit ceilings reduced pri-
vate sector demand for bank credit, and beca:.se legal liquid
assets reserve requirements were periodically increased. Interest
rates, ranging between two percent and 12 perceint on bank de-
posits, and seven percent and 12 percent on government securi-
ties during the past five years, did nnt keep pace with infla-
tion. Negative real rates of interest ranging between eight
and 40 percent prevailed. Consequently, savers have subsidized
borrowers.

In summary, the Jamaican economy experienced a long eco-
nomic recession since 1972. Exports declined, balance of pay-
ments deficits grew, and inflation rose to unaccustomed levels
contributing to a negative real rate of interest situation in
which savings have been penalized and borrowing subsidized.

The agricultural sector, however, has been the one principal
arez experiencing some degree of positive growth although scarce
and imported agricultural inputs raised costs to farmers during

this period.
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The extent to which substantial credit flows contributed
to the favorable Jamaican agricultural performance is a matter
of some controversy. The main thrus. o: this analysis is that
fundamental weaknesses were evident in the design and opera-
tion of the public sector credit programs. These weaknesses
along with the general economic disequilibrium undermined the

effectiveness and viability of rural credit programs in Jamaica.
IIT. THE NATIONAL RURAL FINANCIA", MARKET SCENE

A. Growth

There have been five major formal sources of agricultural
credit in Jamaica throughout the 1970s: the commercial banks;
the Agricultural Credit Board: the Jamaica Development Bank;
the Self-Supporting Farmers Development Programme; and the Crop
Lien Programme. Commercial banks are the largest single source
of credit to the agricultural sector. This credit is largely
short-term and goes to medium sized and larger farmers wich
good credit ratings and limited risks. In more recent years
the commercial bank network has extended loans to large govern-
ment agricultural cooperatives such as the sugar cooperatives
which bought out the former large sugar vstates that had been
in private hands.

The remaining agricultural credit sources are public sector
institutions or programs. The oldest of these public institu-
tions 1is the Agricultural Credit Board created in 1960. This

institution has two portfolios: one serving larger farmers
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through ‘direct loans; the other aimed at small farmers and
channeled through the nationa) network of small people's coop-
erative banks. Loans in both cases are largely short-term

and seasonal and, in the case of the people's cooperative
banks, includes small loans as well.

The Jamaica Development Bank began making large, medium
to long-term "development" loans to essentially medium to
large farmers from 1969 onwards. The Small Farmer Development
Programme was also established in 1969. It makes medium to
long-term loans to much smaller farmers than thuse serviced
by the Jamaica Development Bank. Limitations on farm acreage,
gross sales and assets have created a clientele for the SSFDP
that can best be characterized as medium sized farmers.

Finally, there is the Crop Lien Programme created by the govern-
ment in 1977 and administered by the Ministry of Agriculture
throngh their extension agents in conjunction with the people's
cooperative banks which disburse these loans. Crop Lien loans
are strictly small, short-term and seasonal, limited to domes-
tic foodstuff producers and focused on small farmers with

little or no previous loan experience.

Table 1 summarizes the growth of formal agricultural credit
through these five major sources. Although loans outstanding in
nominal terms grew almost seven-fold in eight years, this in-
crease was only two times in real terms, reflecting the infla-
tionary erosion of the capital base for agricultural lending.

The large rise in loans outstanding between 1274 and 1975
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(Table 1) is partially due to a change in the Bank of Jamaica's
classification of agricultural loans repu.ted by commercial
banks in 1975. Some kinds of loans which had previously been
reported under distributed trades and other sectors were here-
after listed as agriculture. It is estimated that slightly less
than half of the net increase in loans outstanding from 1974

to 1975 were due to this change in classification (Graham,
Bourne and Begashaw, 1978, Ch. IV). 1In 1978 there was prac-
tically no change in the amount of credit in nominal terms, and

a pronounced contraction in real terms.

B. 1Institutional Changes

Table 2 permits an insight into the changing roles cf the
several institutions ard programs comprising the agricultural
credit supply network during the 1970s. The :ources are clas-
sified into the farm size categories that most typically re-
flect the majority of their portfolio. From this profile it
can be seen that large farmers benefited handsomely from the
agricultural credit initiatives in Jamaica during the 1970s.
Commercial anks and the Jamaica Development Bank increased
their relative portfolio substantially until 1977 while, at the
other end of the spectrum, the small farmer oriented Ag.icul-
tural Credit Board Peoples Cooperative Bank program lost ground
markedly. In 1977 and 1978 there was an improvement in the
credit status of small farmers. Two factors accounted for the
later shift: first, the Crop Lien Programme was established

and people's cooperative bank credit expanded; second, commercial
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banks reduced their lending to agriculture. The Crop Lien
Programme was the largest source of credit increase during that
year, eclipsing the customarily dominant role of commzrcial
banks within the total portfolio. No doubt the substantial
erosion of the older small farmer credit line through the
Agricultural Credit Board-PC r.etwork had caused sufficient
concern and grievances that a new initiative and program was
felt necessary to redress this imbalance. Unfortunately this
initiative led to substantial problems of default.

In addition to the large vs. small farmer profile depicted
in Table 2, there is a foreign vs. domestic resource division
that merits discussion. A large proportion of the loanable
resources of the Jamaica Development Bank and the Self-Supporting
Farmers Development Programme come from foreign sources (i.e.
the World Bank and Caribbean Development Bank in the former
case and the Inter~American Development Bank in the latter
case). Domestic =ources are almost exclusively geared to short-
term seasonzl loans (through commercial banks, the Agricultural
Credit Board and Crop Lien Programme) while foreign resources
are carmarked for medium to long-term developmental loans (the
Jamaica Development Bank and the Self-Supporting Farmers
Development Programme). In 1970, the rural financial market
expanded to include the new, internationally financed Jamaica
Development Bank and the Self-Supporting Farmers Development
Programme. Whereas in 1969 they played no role whatsoever,

these institutions were the most rapidly growing sourc2s of
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funding for agricultural credit between 1974 and 1978. The role
of international resources was crucial to the expansion of

total credit supply during the 1970s, and more importantly, in-
dispensable towards lengthening the term structuare to include
developmental financing. However, growing problems of delin-
quency and declining foreign exchange earnings raise serious
questions as to whether Jamaica will be able to secure new
international financing for these activities or, for that
matter, even service the current debt obligations incurred on

past loans from the international agencies.

C. Per formance

It is useful to assess the performance of the system as a
whole. Column 2 of Table 3 underlines the fact that total
credit has been rising substantially,as a percent of gross do-
mestic product since the early 1970s. This reflects the grow-
ing rate of inflationary financing in the economy through sub-
stantial increases in the money supply. Agricultural credit
per se slightly declined as a proportion of total credit
(panel A, col. 1l). However, from 1975 to 1977, it has been
growing more rapidly than total credit. (For reasons cited
earlier on pages 5 and 6, the only unambiguous trends are those
from 1970 to 1974 and from 1975 to 1977.) The agricultural
credit/agricultural GDP ratio (col. 3) increased from 32 to
roughly 37 percent in the earlier subperiod and from 56 to
63 percent between 1975 and 1977. This rising average ratio

of agricultural credit to agricultural gross domestic product
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implies an even higher marginal agricultural credit-agricultural
GDP ratio. As a result of the credit slowdown (col. 1, Table 3),
the average credit ratio decreased substantially in 1978,

The ratio of agricultural credit to agricultural GDP has

been rising in recent years because of the "deadwood syndrome.”

Many of the loans outstanding are deadwood, that is, in perma-
nent default on the one hand, and very likely permanently di-
verted to non-agricultural uses on the other hand. The high
and rising credit/GDP ratio when combined with high and rising
delinquency strongly suggest that farm loans are either not
being applied to agricultural activities or, are being applied
‘inefficiently when compared to earlier years. Given the grow-
ing stagnation in the economy as a whole, it is possible that
much of this credit may be leaking out of the economy as
capital flight as well as into real estate, land ard other in-
flationary hedges. This indicates the need for a reform of the
credit strategies adopted in recent years.

The final issue warranting discussion in this section is

the "implicit subsidy" built into the current c.edit programs.

Panel B of Table 2 present estimates of the real rate of inter-
est for agricultural credit. The average interest rate charged
for agricultural credit (from a low of three to seven percent
in government programs to 13 to 14 percent in commercial banks)
is clearly below the average rate of inflation (col. 2 vs.

col. 1). The net result is a negative real rate of interest

(col. 3) which in recent years has been rising dramatically.
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Furthermore, if one multiplies the real rate of interest times
the agricultural credit/agricultural GDP ratio one can estimate
the implicit credit subsidy as a percent of agricultural GDP.
Column 5 shows that in 1978 this reached 9 percent, a high
level by any standard.

Thus, not only does credit appear to be increasingly used
in an inappropriate (i.e. non-agricultural) or inefficient
fashion, but also the beneficiaries or borrowers are enjoying
a sizable subsidy. The social costs of this credit strategy
could be substantial if, as indicated earlier, relatively
large borrowers form an important part of the credit portfolio.
This calls for a more detailed evaluation of the performance
of the major institutions and programs comprising the national
system of agricultural credit in Jamaica. The remainder of
this paper, however, will concentrate on the small (and medium
sized) farmer credit programs, their performance and their

major problem areas.
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IV. SMALL "ARMER CREDIT PROGRAMS IN JAMAICA:
PERFURMANCE AND PROBLEMS

Prior to discussing each small farmer program separately,
it is helpful to clarify the degree to which these programs have
penetrated the small farmer scene in Jamaica. Separate field
studies by a UWI-OSU research team suggest that this spread is
still limited in many areas of the island. Based on a large
sample of farmers in Northern St. Catherine that statistically
represented close to 3,000 farmers, only 22 percent of the sur-
veyed varmers had any form of formal credit in the last five
years. In a comparable region in Southern St. Elizabeth repre-
senting a farm population of 1,000 farmers, only 18 percent
registered access to formal credit in the same period. These
are predominantly small farmer regions and were chosen precisely
to determine, among other things, the degree to which small
farmer areas have been reached by formal credit. Between 75
to 80 percent had never had access to formal loans in the last
five years. The results show that this access is limited, even
in the face of a large effort to reach these farmers with the
Crop Lien Programme.

acondly, it is important to point out that many of these
farmers, though exc}uded from the formal credit market, are
still active in loaning and borrowing funds and in savings
activity as well. In both these areas informal credit activity
reached 65 percent of the total sample. Moreover, the total

dollar amount of informal loans was considerably larger than
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the total dollar amount of formal loans through all the loan
vrograms (and commercial banks) recorded in the area. Savings
activity was also high with roughly 40 percent of the farmers
in these two areas holding a formal savings instrument in the
last year. Finally, off-farm employment was widespread among
these small farm households with almost one-~half of the farmers
surveyed being active in part-time off-farm work. More than
one-third of the farmers stated that off-farm income was more
important than farm income in total family income. Moreover,
it is interesting to note that roughly 85 percent of the
farmers engaged in off-farm employment also were involved in
either formal or, more importantly, informal credit activity.
Thus, in summary, small farm households in the Jamaican setting,
although not widely reached by formal credit programs, have
alternative means of generating liquidity, namely informal
sources from friends and neighbors and, to an important extent,
off-farm income from their off-farm employment. These -informal
and off-farm income sources diminish (and access to formal
sources increase) as farm size increases. The foregoing illus-
trates the way in which small farmers live and function within
a setting in which their access to more formal lines of credit
is limited. Furthermore, it would appear that these sources of
liquidity are sufficient to generate a respectable level of
savings, given the large number of farmers who either hold sav-
ings deposits or make loans to other farmers. With this as a
background it is useful now to review the three major efforts

to provide small farmer credit on the island. In so doing,
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attention will be limited tc the more important issues and
problem areas in designing and administering these programs
rather than geiiiag involved in any extensive detail on their

historical background or organizational structure.

The ACB-PC Bank Network

The People's Cooperative Bank network (numbering some 115
small branches scattered throughout the island) dates back to
the early 20th Century. From 1960 onwards the Agricultural
Credit Board (ACB) has been the principal source of government
funds allocated to these small banks. The loans allocated
through this netw.ck are generally small in size (from several
hundred up to 2 to 3 thousand dollars), largely fo: seasonal
production loans. Local bank committees along with the PC
Bank manager and, on occasion, a loan officer from the ACB
review loan applications which are then processed through the
central office of the ACB in Kingston. After review and approval
in Kingston the loan funds are then granted from the ACB re-
volving fund and allocated out to the branch in gquestion for
disbursement to the farmers. Loans are granted at 6 percent
interest to farmers with the branches expected to repay the ACB
at a rate of 3 percent, thus leaving a margin of 3 percent to
cover lending costs at the branch level.

Several important features stand out in this loan program

which can be summarized as follows:



_9.0..

These institutions do not engage in any savings mobili-

zation activity except for the relatively inconsequen-

tial "share" contributions (i.e. 2 dollars) required
from the farmer. No savings deposit function exists.
Thus, these farmers deposit their savings in branches
of commercial banks (from whom they do not receive
loans) while receiving loans from the PC Banks.

As a result of no. 1 above, the PC Banks are used as
"retail" outlets for centrally generated funds. Given
the vissicitudes of government funds and budget con-
straints these funds are not a constant flow but rather
vary markedly creating uncertainty at the field level
about the reliability of future funds.

The PC Banks have frequently been used as the retail

arm for disaster relief as well as for the more normal

revolving funds. Disaster relief has frequently been
structured as loans, though farmers invariably consider
them grants, thus complicating loan recovery and, in
part, injecting a grants mentality for the normal
portfolio as well.

Local accounting and bookkeeping procedures at the

branch level are frequently rudimentary, confusing
and/or non-existent in many important respects.
Questionable practices at the branch leve2l have in-
duced the ACB to intervene and manage some branches

with their ow,. management for varying periods of time.
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Examples of deficient reporting can be seen in not hav-

ing arrears records based on amounts due. Instead,

arrears are inerely recorded in aggregate absolute dollar
amounts at the central) office but not associated with

a time profile of arrears on amounts due. At the
branch level such a measure could alert bank managers
to the problem areas and problem farmers in their loan
portfolios. Other data useful for reference and easy
to record would be loans made by enterprise or crop-
type and by loan size. Unfortunate'y many PC Bank
managers and their assistants are not sufficiently
trained to engage in any systematic documentation of
loan information that can be used to monitor loan
performance or help in the analysis of loan problems.
This, in turn makes it difficult for the central office
to prepare up to date annual reports with detailed

loan performance data.

Loan reccsery is a perennial problem in all the PC

loan portfolios. High arrears rates are common repre-
senting close to 40 percent of the loans outstanding
in 1978. No ratios or rates are available on the
amounts due. Loan recovery is compromised by the dif-
ficulty and expense iﬁvolved in enforcing contracts
and prosecuting delinquent borrowers in the courts.
While some of the more astute and determined PC Bank

managers diligently pursue this effort for some of



-92-

their most serious arrears cases, they frequently
encounter difficulties in collecting.

7. The fixed interest rate of 6 percent on all loans is
unrealistic and counter-productive in the face of
rising inflation of 20 to 30 percent per yvcar. The
costs of administering loans rises with the general
rise in prices yet loan recoveries are eroded through
a decline in their real value. Farmers are enjoying
a negative real rate of interest (i.e. a subsidy)
while the PC Banks and the ACB are suffering from a
growing cost squeeze which in turn demands further
government subsidization.

What emerges from this picture of the PC Bank network is a
government subsidized loan program that would have little chance
of survival if it had to depend on its own loan recoveries,
particularly with the current low nominal rate of interest.
This is an extensive network that the government has found
convenient to use to disperse disaster funds in the past or to
retail new funds such as the Crop Lien Programme. At no time
was there ever a serious effort to prepare any of these insti-
tutions to mobilize savings locally and in part reverse the
top—-down centralized role of merely being a retail agent for
government funds.

In all fairness to the PC network and to some of the dili-
gent administrators in the ACB that try to manage the declining

revolving fund within tight budgets, many PC Banks are still



-93-

generally well regarded in their communities. The loan committees
are drawn from the local farm communities and, one can find cases
where determined bank managers work tirelessly to protect their
loan portfolios, lecturing the loan committees for more careful
loan appraisals, badgering delinquent farmers to the point of
prosecutions and carefully husbanding their loan recoveries by
investing them in local savings deposits of commercial banks
(rather tnan returning them to the Central ACB office). In do-
ing this they can have a local source of funds for relending
without resorting to the uncertain ACB dispersals from Kingston.
This latter tactic suggests that greater decentralization re-
warding local initiative and responsibility, combined with a
local capacity for mobilizing savings and a more flexible in-
terest rate policy to cover lending costs might go a long way

in helping some of the better managed PC Banks to mature into
more complete and viable lending institutions that would be

less dependent on outside subsidized support.

The Self Supporting Farmers Development Programme (SSFDP)

The SSFDP represented a major change in the approach to
small to medium farmer credit delivery systems in Jamaica.
This is your classic supervised credit program. Introduced
through the ACH back in 1969 and then transferred to the Jamaican
Development Bank (JDB) in 1974, the SSFDP gains its funds through
low interest loans from the Inter Amer ica:. Development Bank (IDB).

The Jamaican government contributes budgetory support to help
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cover the high overhead costs associated with the technical
assistance component of the program. Loan rates to farmers are
ar. 7 per-ent while the IDB charges a 3 perceat interest charge.
Four features stand out in the design of this program:
(1) medium to long-term investment loans geared to changing
the production function (i.e. modernizing) on its clients farms;
{(2) a large technical assistance component is built into the
loan to promote and then monitouv this technical change;
(3) thirteen regional offices disbersed throughout the island
act as the major points of loan monitoring and technical super-
vision: and {4) small to medium sized farmers from 5 to 25
acres are the principal target group serviced by the program.
These features stand out in contrast to the shorter term,
seasonal loans that characterize the ACB-PC system. Also, the
technical assistance component built into the loan contract was
a new approach in the Janaican small farmer setting. Whereas
the ACB-PC Bank loan proqram generally serviced existing farm
technoloqy and practices, the SS5FDP was designed to introduce
technical change and changed farm practices, As one would ex-
pect the average loan size was much larger in the SSFDP port-
folio than in the ACB-PC portfolin, ranging from roughly 4 to
5,000 dollar loans up té 40 to 50,000 collar loans. Finally,
the average farm size was generally larger. Whereas, the ACB-PC
system generally serviced farmers in the 3 to 10 acre range,
the SSFDP was largely servicing a portfolio (in terms of the

distribucicn of the value of 1ts loan capital) from 10 to 25 acres.
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The operational performance, successes and remaining prob-
lem areas are summarized below. Again it should be emphasized
that the problem areas identified here are characteristic of
most supervised credit programs and not limited to the Jamaican
program alone.

1. Field studies strongly suggest that the SSFDP has been

successful in promoting new production technology and

new enterprise types on their clientele farms. At the

same time there has been an apparent increase in output

and net worth of the farms serviced. The foregoing
would suggest that there has been only iimited credit
diversion to non-agricultural uses, a common problem
in non-supervised credit programs.

2. The SSFDP has the lowest arrears rates of all the public

sector credit programs on the island probably reaching
15 to 20 percent for the amounts due. Of this amount

a large part may be associated with the earlier farm
customers from 1969 to 1974 when disbursement was too
rapid and the loan appraisal and loan monitoring re-
sponsibilities were not as ef fective as in the post-
1974 period. Still it should be pointed out that the
program still does not structure its accounting pro-
cedures in such a way as to be able to determine easily
arrears on amounts due. It would be in the interest

of the program to do this, not only to detect potential

problem clients earlier in the life of the loan (and
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take corrective measures with the farmer) but also to
clarify the degree to which the current aggregate
arrears rates is primarily a result of the earlier
nor—-JDB chosen farm clientele (as is commonly believed)
and how much a result of the more recent farm clientele.
With the exception of the above noted deficiency the

data collection and accounting skills and efforts in

the program are superior to those in other public
sector programs. Information on the farmer is more
extensively recorded and, one would assume, loan
monitoring therefore more effective than in other pro-

grams. The two areas in which improvement is called

for is in the collection and presentation of the arrears

data {as noted in no. 2 above) and a redesign of the

bookkeeping procedures to first determine the true

lending costs incurred by the institution and, secondly,

associate these costs with specific program functions

(such as technical assistance; regional vs. central
office activity, loan ccllection and recovery activity,
etc....). Ii data cculd be collected and recorded in
this fashion, officials could engage in a more analy-
tical study of the current and pctential problem areas
that need to be dealt with.

The SSFDP illustrates the classic trade-off between

relatively low arrears and high supervisory costs and
high arrears and low or no supervisory costs. The SSFDP

program falls into the former category while the other
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public sector credit prcgrams on the island {(whether
servicing large or small farmers) fall into the latter
category.

Item 4 above raises the guestion as to whether the

broader social or economic benefits of supervisory and

especially technical assistance (increased farm output

at lower cost) outweigh or justify the high administra-

tive costs of offering this suvervisory role. First be-

cause the program cannot "internalize" these benefits
(i.e. it is society at large that receives these bene-
fits of increased farm output at lower unit costs) does
not mean they shouldn't incur the higher initial ad-
ministrative costs to generate these benefits. Crucial
here is a more detailed evaluation of the technical
assistince role through independently contracted sur-
veys of the farm clientele to resolve essentially two
issues: (1) the degree to which technical assistance
1s relatively all that important in generating the
recorded increases 1in output and changes in farm prac-
tices; and (2) the degree to which the loan monitoring
and loan recovery efforts are important in keeping down
the arrears rates.

Common to most supervised credit programs, the SSFDP

is an incomplete financial institution in that it is

entirely dependent on outside funding and has not en-

gaged in any savings mobilization activity. Given the
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decline in outside funding and the increased uncertainty
and variation of these sources, and, given the presumed
success of the SSFDP farm clientele in increasing their
income, a logical strategy to gain more self reliance
and independent control of one's activities would be

to broaden the mandate and role of the program to in-
clude the mobilization of savings from these farmers.
This would lower the costs of receiving funds from out-
side, increase institutional viability and autonomy

and draw the farmer into a closer and more complete
identification with the institution.

Corsonant with any effort to make the SSFDP a more
complete financial institution (as noted in item 6
above) is the need to balance its asset or loan side

with more short-term lmans to service its farmer

clientele. This would also allow it to offset and
service the short-term savinags deposit function dis-
cussed above as well as meet the legicimate farm need
for working capital to use in conjunction with implemen-
tation of its investment loan.

The graduation syndrome is another important issue in

supervised credit programs. To what extent should the
SSFDP encourage its more established and secure cus-
tomers to leave their portfolio and try to "make it

on their own" (i.e. through more loans from commercial

banks while the program concentrates on incorporating
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into their program new and riskier farmers who may need
more supervisory help? The "turnover" or graduation of
farmers out of the SSFDP portfolio has not been studied
nor, I suspect, considered as an important function for
the program. Given the time and effort invested in
these more successful farmers, no institution will want
to lose them since their overall performance record
might suffer with higher arrears rates and a higher
administrative cost load with the riskier and newer
clientele. Finally to the extent that the SSFDP chooses
to become a more complete and viable lending institution
(as discussed in items 6 and 7 above) it would want to
keep these customers in.iitcs portfolio.

Finally a more flexible interest rate policy is called

for in this program as in the ACB-PC Bank program.
Lending costs have increased with inflation which would
suggest that a higher rate is called for to re-—-establish
the previous spread or margin in former years. At the
same time the purchasing power of the loan portfolio
gained through loan recoveries will decline with in-
flation if negative real rates of interest prevail for
any period of time. Furthermore, to the extent that

the SSFDP is concerned about gaining more autonomy,
relying less on outside funding and possibly incorporat-
ing a savings mobilization role, realistic and flexible

interest rates are necessary to protect the real value
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of its portfolio which would now be more dependent on
successful loan recoveries.

In summary, the role and performance of the SSFDP program
illustrates many of the problems of public sector small farmer
credit programs. In addition, i%s supervisory and technical
assistance role creates a set of additional issues and potential
problem areas that other public sector credit programs do not
experience. The two most important issues noted above that need
more informed discussion and analysis in the Jamaican setting
are the degree to which the supervisory functions within the
SSIDP are justified and, second, the degree to which this pro-
gram should transform itself into a more complete lending insti-
tution in order to better prepare itself for a future with less

nutside funding.

The Crop Lien Programme

The Crop Lien Programme, introduced in 1977, represents
yet a third effort to create a small farmer credit delivery
system in Jamaica, one that has turned out to be the most con-
troversial of the three. In contrast to the previous two pro-
grams, this effort was initiated and controlled in a non-
financial institution - the Ministry of Agriculture. The
stated motive for this initiative was to service the short run
seasonal credit needs of the Emergency Production Plan, a pro-
gram set up in 1977 to relieve the growing balance of payments

constraint on the importation of foodstuffs. Thus the purpose
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was to promote domestic foodstuff production of vegetables,
legumes and root crops to replace the import of cereal products.
The Ministry felt the existing credit programs were too large
farmer oriented; not directed towards the import-substitution

of domestic foodstuffs and not reaching a sufficiently large
number of small farmers.

In 1977 roughly 10 million dollars were allocated to this
effort, the largest single source of credit for agriculture
during that year. By 1978, under growing criticism and budget-
ory constraints this was cut in half. Succeeding allocation
in 1979 and 1980 have been less than 5 million dollars. The
operational design, performance and growing controversies sur-
rounding this program can be summarized as follows:

1. The prcgram did reach a relatively large number of

farmers during its first year, roughly 27,000 with
loans ranging from as low as 200 to a high of 4,000
dollars. This mislead Ministry officials into be-
lieving that this was responsibie for the large
increase in domestic foodcrop output in 1977 and 1978.
However, their own statistics show that many of these
farmers had extremely small acreages harvested. The
increase in food output was much more a function of
the output of the much larger number of farmers and
acreage in foodstuffs not in the program and, even
more importantly, a result of two years of unusually

good rainfall fecllowing the droughts of 1974-76.
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Wholesale delinquency was the single most visible and

controversial performance indicator of the program.
Less than 5 percent of the farmers repaid their
seasonal production loans twe years after its inception.
Key operational features that led to the widespread
delinquency were:
a) far too rapid disbursement of funds
b) perfunctory loan appraisals
c) use of extension agents, who hitherto had never
dealt with credit activity, to act as loan appraisers.
d) no collection effort made with voluntary compliance
expected.
e) use of the ministry as loan source created image
this was another subsidy program.
f) no collatoral required
g) farmers feeling that arrears would bring no
“ective sanctions.
Farmers appear to be dissatisfied with this program
and voice complaints about being forced to grow crops
they otherwise would not have chosen to gain the first
installment and their incurring fairly high transactions
costs to attempt to gain second installments frequently
without success. PC bank loans are invariably rated
more favorably as a loan source by farmers surveyed
in the Crop Lien portfolio. The PC bank loan program

had a more established presence and role in the farmer
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communities, did not require specific crops to be

grown, allowed a greater role for the farmer in

influencing ioan terms and issaed their loans in time

for effective use compared to the Crop Lien adminis-

tration.

Several important negative externalties were incurred

in the operation of the Crop Lien Program such as:

a)

b)

C)

d)

compromising :he performance of :he PC banks
portfolio since they were forced to retail the

Crop Lien loans after the extension agents approval.
This took PC staff away from the monitoring of their
own loan portfolio and, at the same time, the
"grants mentality" generated by the Crop Lien
Program may have affected their own loan recoveries.
extension agents were drawn off of their traditional
functions to act as credit agents, a task they

were ill-suited for, with a consequent morale
problem emerging.

the wholesale failure of loan recovery added to

the government deficit exacerbating inflation and
stabilization efforts.

the recent transfer of the Crop Lien Program

into the JDB may create greater problems ftor

the SSFDP program to administer their own port-
folio while at the same time being forced to inherit

a delinquency-ridden portfolio.
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The Crop Lien Program could stand as a testament as to

how not to.design a credit program. Unfortunately the potential

{LL dicsster was not foreseen in its initial design and adminis-
tration. It would appear that many of these lessons have still
not been learned in that political pressure has persisted in

an attempt to restructure and continue the program in some

new format.

The two greatest social costs incurred in persisting in this
effort in a new guise is the potential damage this program could
do to one of the more successfully run credit programs on
the island (i.e. the SSFDP) and, secondly, the high opportunity
cost incurred in not using the resources devoted to the Crop
Lien effort to address directly many of the important bottle-
necks and problem areas affecting the economic rate of return
to agricultural activity in Jamaica. Activities that come to
mind here are a better financed research effort, an up-graded

extension service and an improved marketing structure among others.

V. CONCLUSIONS

The performance history of the three small farmer credit
programs illustrates the difficulties of attempting to reach the
small farmer with formal lines of credit. Several lessons
emerge from this expericnce. First, within the given constraints
of risk, political interference, interest rate policy and limited

organizational snd adminictrative skills none of these programs

are viable in the sense that they could maintain their current

credit portfolios in real terms and cover their costs with
their loan recovery record. They all have to be heavily sub-

sidized.
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Se-.-nd it is clear that loan @& sal procedures are
rather perfunctory in two of the programs and very expensive
in the third (i.e. SSFDP) . At the same time loan monitoring
and collection procedures are weak to non-existent 1in two
and expensive in the third. Even if one accepts the premise
that some element of subsidy is necessary and justified, 1t
is clear that these programs should attempt to measure and
consider the true lending costs they are incurring in trying
to service these farmers. Only through an effort that
quantifies and clarifies the relative proportion of these
costs (as a percent of the loans issued) as well as identifying
the incidence of these costs by program OrL administrative
function can the institutions or programs in question appre-
ciate the need for requiring a larger spread in their borrowing
and lending rates of interest to protect themselves and/or
economize on the more costly program elements.

Third, high delinguency is one of the most costly elements
affecting the viability of all three programs. Arrears measures
based on amounts due rather than on credit outstanding is a
crucial piece of information needed toO prevent early-on the
potential for the rapid deterioration of a program's portfolio.
This argues for much more careful and intelligently designed
data collection efforts than those typically associated with
these programs.

In addition to these more "micro-oriented" administrative

reforms within programs, there are important "macro-oriented"
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considerations that have been touched on in this review.
Important here is the frequent but misleading iuea that
"supply-leading” credit programs can resolve the more deep
seated rcal economic problems lowering the economic rate of
return to agricultural activity. Throwing more credit into
the farm sector will do little to resolve the problems of
low or declining productivity or the risks associated with
farming. The budgetary allocations used to subsidize credit
operations could very likely heve a higher social rate of
return to society if they could be redirected (or a good
portion thereof) towards improved research on better seed
varieties; discovering more efficient farming systems for
small farmers; more secure and less risky marketing infrastruc-
ture, etc... The opportunity cost of short-changing these
efforts in order to subsidize short-term credit needs (with all
the credit diversions implicit here) is nigh.

Furthermore, it is counterproductive to penalize agricul-
ture with overvalued exchange rates, subsidized food imports
and price controls on foodstuffs and then attempt to offset
this with subgidized credit. If the incentives are not in
place to allow the farmer to use his credit productively, he
will either experience a low rate of return and loan recovery,
or he will divert this credit to non-agricultural uses.

Two final elements of reform also require a change in the
mind set typically operating in the credit field: a more flex-

ible interest rate policy and efforts at savings mobilization.
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In the face of persistently higher inflation, a more flexible
interest rote policy is required to cover lending costs and
prevent the enormous rise in subsidy to farmers associated

with negative real rates of interest. There is no way a program
can maintain the real value of its portfolio if interest rates
are fixed while inflation rises. Finally a greater effort
should be made to restructure interest rates (and engage

in other incentives) to encourage the domestic mobilization

of savings. Surveys have shown that many more small farmers
hold savings instruments than have credit. a program that
encourages savings mobilization could have a more favorable
impact on income distribution than subsidized credit, and

at the same time, allow these institutions greater self-reliance
and autonomy from government interference and dependence on
uncertain foreigyn funding. This would require that these
institutions and programs would have to beccme more complete
financial intermediaries (or at least some of them) and retool
and train themselves for the future with a broader set of

respcnsibilities than they have undertaken in the past.
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TABLE 1

Total Loans nutstanding to Agriculcture in Jamaica In
Cucrent and 1970 Dollars: 1970-1977

Total Agricultural Loans outstanding In Current Values
and In 1970 Dollars (End of Year Balancesj

In 1970
Current Values Dollars

Year (J $000) (J $000)

(1) 2)

1970 25,320 25,320
1971 30,557 28,558
1972 35,162 32,141
1973 , 49,005 37,041
1974 60,060 34,817
1975 112,743 55,731
1976 136,715 61,088
1977 165,821 65,207
1978 167,821 51,605

Sources: Statistical Digest (Bank of Jamaica, various
years; :
Monetary Statistics {Department of Statistics),
various years;
Annual Reports of the Jamaica Development Bank,
self-Supporting Farmers Development Prograim.

Note: The Implicit GDP deflator was used to correct for
inflation.
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TABLE 2

Selected Data on Loan Activity by Farm Size
and Source of Loans in Jamaica
During the 1970s

A. Percentage Distribution of Total Agricultural Loans
Outstanding at Lnd of Year by Farm Size Categories
and Source for Selected Years in Jamaica

Years
1971 1874 1976 1977 1978
Farm Size and Sources (1) (2) (3) (4) (5)
% % % % %
Large Farmers and
Cooperatives 45,8 60.8 77.4 72.0 68.2
(a) Commercial Banks 39T 4477 ®C7 544 188
(b) ACB-Direct Loans
to Farmers 4.7 4.2 3.0 2.9 3.4
(¢) Jamaica Dev. Bank 2.0 12.4 14.2 14.7 16.0
Medium-Sized Farmers 13.2 16.2 11.5 12.7 14.9
(a) Self-Supporting
Farmer Development
Program 13.2 16.2 11.5 12.7 14.9
Small Farmers 40.9 22.9 11.0 15.2 16.9
(a) ACB--Peoples Coop.
Banks Loans 40.9 22.9 11.0 9.5 9.9
(b) Crop Lien Program
(Min. Agric.) -- -- -- 5.7 7.0
TOTAL (%) 10.0 100.0 100.0 100.0 100.0
TOTAL (JSMN) 30.5 60.1 136.7 165.8 167.8

B. Percentage Distribution of the .nnual Change in Loans
Outstanding to Agriculture (from January lst to 3lst
December) by Farm Size Categories and Sources for

Selected Years in Jamaica

Years.
1971 1974 1976 1977 1978
(15 ) (3 (4) (5)
% % % % %
Large Farmers and
Cooperatives 54.9  76.0 80.2 46.9 -221.2
(a) Commercial Banks 36.0 372 47.27 270 ~453.7
(b) ACB-Direct Loans
to farmers 8.3 2.5 2.3 2.4  46.9
(c) Jamaica Dev. Bank 10.6 36.3 30.7 17.1 185.6
Medium-Sized Farmers 36.7 17.2 16.8 18.2 159.5
‘(a) Self-Supporting
Farmer Developmrent
Program 36.7 17.2 16.8 18.2 159.5
Small Farmers 9.2 6.9 3.0 34.8 161.5
(@) ACB-Peoples Coop.
Bank Loans 9.2 6.9 3.0 2.9 38.9
(b) Crop Lien Program
(Min. Agric.) -~ -- - 31.9 122.%
TOTAL (%) 100.0 100.0 100.0 100.0 100.0
TOTAL (J$MN) 5.2 11.0 24.0 29.1 1.9
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TABLE 5

Credit Ratios and Implicit Credit Subsidy For
The Jamaican Agricultural Credit System in Recent Years

A. Credit Ratios
Agricultural Credit/ Total Credit/ Agricultural Credit/
Year Total Credit Total GDP Agricultural GDP
1970 7.8 27.2 32.3
1971 7.6 30.8 30.7
1972 6.4 31.5 3.0
1973 6.8 41,2 38.2
1974 6.5 41.2 36.9
1975 9.1 46.7 55.9
1976 8.9 55.3 ‘ €0.1
1977 9.9 61.1 62.6
1978 7.8 62.1 53.2
B. Estimatcs of Real Rate of Interest for Agricultural
Credit and Implicit Credit Subsidy As Percent Of
Agricultaral GDP
Rate of Avy.Nominal Real Rate Agr.Credit/ Credit
Year Inflation Intcecrest Rate of Interest Agr.GDP Subsidy as
Agric.Loans (Col.2-Col.l) $ of Agric.
GDP(l?
1975 15.7 10.0 - 5.7 55.8 3.2
1976 8.2 10.0 + 1.8 60.1 0
1977 14.0 10.0 - 4.0 62.6 2.5
1978 27.9 10.0 -17.9 53.2 9.3

Sourases:

Notes

f

Or

StaLisLigﬁl“Uigcst (Bank of Jamalca), various ycars;

National Income and Product (Department of Statistics),
VAarlious yeuars,

Pancl O (L) Subuzicy os a pecrcent of Agric. GhP 1s
vstlmatoed oy taking the proportion ol tetal
out-tandineg agyriculrural oredit o tolbal
wjr teultural CDP (coluamn 4) ana maltiplying
this by the nogative rate of Lntore st
(colwen 37 . 1ror this exercise, 'ho
apLropriate measurs of inflation 13 tihe
implicit GDP detflator.
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3rd Session: Rapporteur's Report and Discussion

Issues Surrounding the Design and Performance
of Small Farmer Credit Programs:
A Review of the Jamaican Experience

Dr. Graham introduced his paper by first referring to the
recent economic decline in Jamaica which conditioned the
overall performance of rural financial markets. He then
outlined the growth of agricultural credit in real terms and
the changes in the percentage shares of the major credit
sources over time. Attention was drawn to the high ratio
of agricultural credit to agricultural gross domestic product
which implied substantial credit supply and possibly credit
diversion and inefficient use of credit. Dr. Graham pointed
vut the substantial implicit interest rate subsidy in dollar
terms and in relation to agricultural GDP.

Specifically on the small faimer credit programs, limited
out-reach of these programs was noted, and attention directed
to the high activity of small farmers in formal savings and
in informal credit. The participation in formal savings,

Dr. Graham argued, would indicate that reasonable rates of
interest on savings are a better way of helping many farmers
than cheap credit which only reaches a few. The significance
of off-farm employment as a source of farm income was elso
highlighted, as were some of the ways of measuring effective
loan demand, and the fact that borrower transaction costs were

high and exceeded explicit interest charges on loans.
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Dr. Graham then described and appraised the operations
and performance of the ACB-PCB procrams, the SSFDP, and
the Crop Lien Program in terms of their loan volumes, loan
recovery experience, loan appraisal and accounting procedures
(especially arrears measures), interest rate policies, and
their provision of technical services and credit supervision.
His main conclusions are (1) that none of the programs are
viable and all require heavy subsidies; (2) loan appraisal
procedures are perfunctory in the ACB-PCB and the Crop Lien
Programs and very expensive in the SSFDP program; (3) high
delinquency is one of the most severe problems; (4) supply
leading credit programs cannot resolve the more fundamental
problem of uneconomic rates of return in agriculture;
(5) tkere is a need for interest rate reform and for savings
mobilization by rural credit programs; (6) agricultural
development banks should develop macroeconomic and agricultural
sector indicators to further assist in the appraisal and
monitoring of agricultural loans.

The discussant, Mr. Headley Brown, while commending
the paper, raised some points for further discussion. He
suggested that the number of feasible bor.owers is smaller
than the total number of farmers recorded by national censuses
in which case the outreach of the credit programs is greater
than Dr. Graham intimated. Also, adverse trends in agricul-

tural input and product prices set a limit to feasible interest
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rate reforms. Mr. Brown questioned the extent of commercial
bank involvement in the financing of agricultural production.
Another important issue raised was the feasibility of credit
presrams absorbing the high costs associated with extensive
cvedit supervision and technical assistance. Mr. Brown
suggested a third interpretation of the high agric: credit/
agric: GDP ratios, viz., that the credit volumes contained

a large proportion of investment capital which should be
related to several years GDP and not just one year's. The
role of higglers vis-a-vis formal public sector marketing
agencies and their link with loan recovery was also raised.
Dr. Brown thought that given the limited produce dealings

of public sector marketing enterprises, a crop lien system

of loan recovery was not promising.

Commentators from the floor and Dr. Graham addressed
several cf the issues already raised. Among the more sub-
stantial additions made were the comment that the alleged
inconsistency between commercial and developmental credit
might be more imagined than real; that commercial banks do
finance a substantial proportion of small farming indirectly
through financing of producer associations who on-lend to
their members through credit for land purchases, and through

a new farm investment program.
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Further, the positive role of the higglers should be
recognized and consideration given to utilizing them more
fully in the credit and agricultural system.

The desirability of structuring arrears data also by
product type and length of the arrears period was recognized,
as was the importance of supplievs credit in some Caribbean
countries. The important role of the extension service
was elaborated by several speakers. Weaknesses in the
system of education, pecuniary incentives, and work environ-
ment were identified as reasons for the poor performance of
extension services and for the failure of the extension
agencies to retain staff. It was also suggested that greater
emphasis should be given to strengthening the extension
services as a means of improving the rate of return to
agriculture even if this means less resources for farm credit.

The efficiency of credit supervision in reducing loan
delinquency occasioned some debate. One opposing view is
that ic does, while the other view is that other factors
pertaining to the character of borrowers, and the quality of
the credit service are more important determinants of repayment
pezformance.

Centralization of agricultural credit facilities was
another issue raised. A few commentators felt that centrali-
zation generated cost economies, reduced loan delinquency,

and enabled the use of credit as an instrument for technical
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change. Against this, it was argued that experience in
other countries showed that farmers regarded the emergence

of credit monopolies as inhibiting.
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firoup Lending Experiences in
Reaching Small Farmers

B. M. Desail#¥

ntroduction

The rural poor in many low income countries (LICs) have
received very little formal credit. To improve their share
fLnese countrice nave introduced one or more of such reforms as
supervised ceredil programs, concecssionary interest rates,
special credit inctitutioneg, grourm lending, leoan insurance,
and credit reservation. Thic paper deals with the expericences
of" one of' these reforms, namely group lending in the Dominican
Repubiic, Ghana, Malawl, Bolivia, Philippines, Thailand, India,
Nepal, Sri Lanka and Panrliadesh. Based on the analycis of
theve experiences we attempt to show that the potential inno-
vat'ive1 nature of this reform is greatly constrained by the
Simaitancons pursuln of poiieles characterized by the conces-
sionary and inllexible interest rates, lack of balance 1n
developing credit and other services, and the inadequacies in
the pertformance cvaluation nerms for the bank staff. Cefore we
present thils analyeis we breief{ly compare justifiication for and
features of this reform with those of the cooperatives patterned

after the Raiffelisen model.

¥ Visiting Professor, Devartment of Agricultural Economics and
Rural Sociolory, Ohio & ate University, and Assceiate Professor

o deave from ITndian Instituve of Manarement, Ahmedabad, [ndia.
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Raticnale and Featvres of Group

Lending -nd Counerative Reforms

Both tie cotorne have been introduced to improve he
raral poor's shore in the formal credit. They have beon chouen
far both economic and non-economilc reasons. But thoio arre
some impoertant differences in the emphasi: attached ve :heso
C.uctors,

Cooperative reform, unlike the group lending, war ;vompted
f.om a concsrn to organize a force to counter the u.qar’ .us

hanks

P
prower of the village mopneylenders.” TPrivate commere il

were not proferred because they were aloo concidered Poolioit

aad indirect parinere o the usurious rarcd cerodit v ioonment .

4

e less an oreanization based on the villoose commuaniiy o o ioi-

ation wag Jdeveloped, it was belicved tihe virtues ol .. =hel.

I

o}

[ “a
LI P

,-
po
-

arift, and modommized uttitudes3 which »re neoces
b

<

with the 1leo-al woneylenders could noet be prometed, il T
ot to suecest that the consideration of high coste a0 Hirh
riska of rurval U nance operations did not motivate Lo Coopor-
atlve moverment,  ndeed, the features of adminisctration by
honorary managoement and local participatiorn, unlimitos Toebdlit:
a7 the members, and srall and simple operations were t: holp

!

. . } .
rdvee thess costs and risks., Another feature was thon Lheae

coureratives were to receive otate partncrship in bovh qalby-

-
s .. : R D
capital and administrative leadership,
tirouy. lending unlike the cooperatives had its lmmediate

. ey .G .
origin in the collateral related difficulties™ experienced by
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the existing formal agencies in the rural financial market (RFM).
Neither the clear and heritable land title nor the guarantee

of the reputable third party nor the hypothecation of recason-
ably "assured" anticipated crops produced could be available

from the rural pour. Under these conditions the rural poor's
dependence on the informal credit agencies continued to persist.
Even when these conventional collaterals were available they
could not be used to foreclose the loan when necessary because

of legal, political and economic difficulties in enforcing the
contract. The joint liabllity principle of group lending was
considered to act as a substitute for the conventional collateral.
In some countries like Ghana, tangible collateral in the form

of land or some other property wag taken from one of the

members of the group. Other members were required to sign a
promicsory note onlv. Peer pressure and collective responsibility
were comitined tu reduce the delfault risks.

Because of such reliance on local participation and un-
iimited 1liability, this reform is sometimes considered a pre-
cooperat, ive concept. 1t must, however, be recalled that some
of these featurcs were more clearly applicable to the early
coonerative movemenit. In the later period large sized socileties
witn their limited liability were organized mainly to improve
their financial viability by enlarging the scale of operations.7

But the concern to reducc costs of rural financr operations
through group lending was also strongly shared. This was con-

sidered necessary to overcome perceived barriers to financial
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intermediation between the rural poor and the formal lenders.
This perception is based on threce inherent featurecs whicq
characterizce economic activities of the rural household:.
These are small size, riskier enterprises, and the mismatceh
between cash inflows and outllows. Even rural houscholds per-
ceived these as barriers to an entry in the Cormal market.8
Thus, what is not explicitly considered for tiis reform, unlike
the cooperatives, ic the motive to create a force to counter
vie village moneylenders. Similarly, state pacticivation in
caulty capital was not considered, thoursh this reformn ras als.
state assistance in the form of extension, input cuprnlies, and

more importantly concesslonary refinance.

"onetions of Group Lending

From the precedineg it is clear tha the lrmedinte “nactions
wkich group lending reform aims to accomrlish are:
1. Feductien in rhe lender trancaction costa;
2. Similar scale cconomies in the nrovision of
related technical assistance and other seprv: ses
which promote productive use ¢f additional
liquidity resulting from a credit Eransaction;
3. Reduction in loan default risk: on acecount o
pzer pressure and joint responsitility; anc
b. Reduction in the borrowee transaction costn.,
Have these functions been realized, and what may cxi-lain

the results of this experiment may now be examined. Betore we



-124-

attempt this we must clarify trn.t these aquesticns cannot be
wriformly examined for different countrics., This 1s because
in some of the countries group loans have been provided to
those who did not have any access vo tormal credit. Though
most studles have relied on infermed judgements about the
changes in lender costs, some have quantified bhoth borrower
costs 2nd loan delinquencies. Some studies did not select non-
croup individual borrowers az a "control" to compare with the
sroup sample.  Some others though, selecting such a sample,
did not test the differences between the two samples to attri-
bute differences in their results to factors other than the
torrowing s atug.9 Despite these differences, the results of
the group lending experiment are remarkably consistent across

the countries.

Results of fGroup Lending

When the avove mentioned functions are satisfied, con-
centually, there should result an expansion in this vrogram,
This expansion could be measured by the growth in the number
of group accounts, ard also in the average loan amount trans-
acted.lo It can also be evaluated by quantifying the changes
in the flow of credit in favor of the rural poor. Measuring
nerformance in this manner would require time-gseries data on
the implementation of this reform. Most country studies have
utilivzed crosn-seetblon data for a vear or two. Consequently,

these iudicators cannot be usced. Alternatively, the results
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could be evaluated by directly studying what has happened to
each of the four functions. To this we now tur ..

Lender Costs: All the country studies except the Tndia

study report that the financial institutions aimed at reducinge
their costs through this reform. The study on India roeveals
trat the concerned banit did not pursue this aim, thoaeh it
dces report the bank's experience in this regard.ll Al these
studies except “hana and the Philippines report incenclnustive
results about these costa, The Ghana study reveals lower coste
for group loans, while the Philivpines study report: hirher
costs. However, the lender costs could he higher o1 group
loans in most countries if the costs of forming croups and
providing other scrvices are also added to the convertional

transaction costs of le

—

1ders.  These other ccsts ars ivosariably
berne by arencies other than the lenders. For examsl=2, In the
Drninican kopublic botlhi these costs are bhorne by the roflinanc-
iug agency: the Dominican Development Foundation. fn other
countries ccsts of providing technical services are bornoe by
Ltihe government and the society at large. The only excention
le India where these costc are shared by the lender and the
government. But in most countries costs of forming sroups are
shared by the lenders, borrowers and the rovernment.

Lenders in the Dominican Republic,.Bolivia, India and Lhe
Philippines have enjoyed scale economies in making grour loanc,
though a similar advantage is not experienced in the collection

of these loans. But the Malawi lenders seem to have expericncaed
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this advantage. It is, however, not known whether the same
holds for costs in making group loans. Such partial gains may
not be ehnugh to induce lenders to undertake other scrvices.
Ironically, however, the implied lender behavior of shifting
costs to the yoevernment/society/borrowers does not prove
beneficial to the lenders. This is because when these non-
conventional lending costs are borne by others they cannot
possibly promote corresponding gains by way of better loan
recoverics and larger turnover of loanable funds. Instead of
relying on others to form groups which are homogenous and
similar to non-grour borrowers, lenders themselves could do
this by using the exlsting village organizations or traditional
informal iiroups to reduce the costs by forming groups. Such
responses are not found in most countries except perhaps in
Hepal and Turkey. The implied myopic view of the lenders
might have originated from the inappropriate interest rate
bolicies., The discourasing influence of such policies gets
comncunderd in an environment of high inflation rate, stagnant
rural productivity, and agricultural input/output price dis-
Ltortions,

scale Economies in Other Services: Most lenders have not

seriously attempted to reap this particular benefit of group

toane.  Whatever such loans which have teen administered by
e . \ PR ot Lanle

Lhem have not resulted in "orranizational rood for non-

credit services including cavings mobilization., Indeed, these

Loans have been provided to give an access to credit alone.
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"he cr.ly exceptlons being Nepal and Malawi where the lenders re-
Juired in lieu of dovn payments, a deposit of % to 10 percent of
che value o! group loans as "security fund." These deposits
carried interest earnings for the group. They were also used

to cover snportfalls in the renayment of group loans. [t 1is
claimed that such additiocnal "organizational good" derived by
the group members in Malawi and Nepal have resulted in oetter
lan repayments, besides the group solidarity and susta’inance.
Hiwaver, these country studiles do not provide any dote bo judge
the costs ol administering deposits in the manner juct des-
2ribed. Similarly, the country studiles do not give any clue as
L. the cosls advantages to other agencies which provid. non-
r.nancial services. 1In the absence of experiences in i oviding
trnese gervices by the lenders it is not possible to across the

o '

reosd for compensatory gain, besides the individual pay-ot™, to
3 1 s s 1 s - 1 - 13
¢erelop an "organizational good. The multi-functio nal role

implied ir vroviaing other services including savineros deposit

rrllection may not have developed in most countries besause off
- . . . . 2
zcil of app:ropriate incentives to the financial insuiturnions.

Defavst Kicks. VWhut is described sc far about Ll tuw

funictions of group lending holds for this particular tunction
1.80. The .sower dulinquency rate experienced in the i tial’
years in the Dominican Republic did not sustain in the Juture.
Even in Nepal and Malawi, if group loans were not tied with
the deposit requirements, the delinquencies would be hiher.

Similarly, higher default rate of the group sample as compared
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with the non-group sample in India was more because the former
cultivated low productivity crops and had distant proximity to
the bank. Repayment record of group loang In most countries
was poor even Lhough the reform required the non-delinquent

15 In

members to repay the loan of the delinquent mombers.
practice, most lenders found it difficult to enforce this re-
quirement. This may be because of lack of legal sanction to
the joint liability principle. HMore importantly, it could be
because ot laci of other "organizatlonal good" for the group
members.  In the abtsence of such good the lenders cannot exer-—
clse any leverapr2 to promote peer pressure as a substitute for
the conventional collateral. Poor and delayed lender services
have aiso lead to higher delinguencies in Bolivia, the Philip-
pinec and tnhe Dominican Republic. Without appropriate lender
incentives, nelther the multi-functional role nor the better
qunlity and timely cervices can be achieved.

Borrower Costo:  Group borrowers enjoy cnst advantages by

saving tees for repistering a collateral, formal and informal
cxpenses to obtalin che certificates needoed with the loan appli-
catlon and by saving tpransportation and tims costs of visiting
the Llenders.  Tn the Dominlcean Republlic and Bolivia, members
of rrours Informally collected moneyv to cover ecxpenses for
leaders who nepoticted the loan.  In some other cases thes
costs were chared by members by rotating; vhe groun leadership.
FMost country studies except India and the Philinpines

report Lorrower costs to be lower for group loans. In the case
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of Tndia, the liigher costs to group borrcwers were, however,

Jue to differences in the distance and technology factors rather
than the differences in the borrowing status of the two samples.
Wiar these differences were accounted for, the borrower cocots
vore lower for groun loans than for individual mortencsce loans.

™ 'z cost advantagce wonld have been still larser had the bank
n.t required separatc loan application from cach merb.o~ of tho
qroup.l6 Fver the leonder would benefit from such chanpe2 In the
1. w1 execution process,

In the Philipnines the borrower costs were hipher hecause
¢ engthy ond comjlex loan procedures which necessitat i the
Froup borrowers to temporarily borrow from moneylenders at very
hh interest rates. While these borrowers in the Domir lean
N.rablic could benefit from the lower transaction costi, thelr
¢ tnis would have been significantly lareer had thev »ococived
l1.one in time to avoid temporary borrowings from the anorey-
icnders.  But the complex and lengthy loan procedurcs would
rersist despite financial cost disadvantages to the lenders,
again, because suitable incentives to the financial arencies
a.w lacking.

Such loan nrocedur:s partly explains group mcmbers disil-
Tusion with this reform. This perception would also cxiuch,
despite lower borrower costs, when members arve refused Tuturc
loans because of delinquency by some other members or wihen
members arc forced to attend meetings without receiving compen-

satory gain besides the credit. Borrowver irains from v oroup
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loan reform can be perceived differertly by different members.
To a relatively well-off farmer, a group loan may be a reward
for patronape, while to a poor farmer it could represent an
Indepencence. ‘then groups consistine of such farmers are formed
they may not zuaccced. Even a comparatively homogeneous group

. . , ] . . , . , 1
13 unlikely to sustain if its maximum size is not controlled 7

as 1s the case In most LICs and if its members do not receive

compbensatory pay-offs, besides individual sains, from the col-
lectlve responcibility.  FProviding such vay-offs to the group
members may not be possible without undertaking a multi-func-

tional role including savings deposit collection. And, to

repeat, such roles cannot be performed when lender incentives

are lacking.

Concluding Remarks

High transaction costs and high default risks are considered
to be the twin rroblems of reaching small farmers in the RFMs.
Both cooperatives and group lending reforms have been experi-
nmented with by many LICs to overcome thesc problems, though
the Tormer was alze introduced to counter the force of the
village money lenders,

By examining the exveriences of group lending in some
LICs thic paper has shown that the potentiality of this reform
in reducing the delinaquoncy rates, lender costs and borrower
costn do not scem to have been consistently realized in these

ceuntries, Partial gains either to the borrowers or lenders
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weuld not sustain tais reform, Such results could b artuvri-
buted to pclicies which overemphasize concessionary and in-
f'lexible interest rates and underemphasize the proviasion ol
financial services other than credit. Li"> the ccoperatives,
acain, group lending would not be able to improve the rural

noor's acceus to the formal segment of the financial markeu,

mdess this policy imbalance is corrected.
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NOTES

Financial innovatlion is conceptually defined as that reform
which facilitates providing and/or acauiring financial ser-
vices at lower transaction costs. In practice, as will be
seen in this paper, such Innovations for a product 1like
"financial scrvices" is difficult to achieve. This ic be-
cause this product being fungible, divisible and homogenous
in naturs it can be used to shift the cost to any agent
including government or society involved in the intermedia-
tion process.

To quote from a study on cooperation in developing countries,
"A primary motive for establishing cooperatives in develop-
ing countries is the desire to end the exvloitation of
large parts of both the rural and urban population by
usuriocus moncylenders" (Enselmann, 1968, p. 8u). Also,

vac Hougsh, 19vey Catanach, 19703 Carroll, 1969; Flores,
1909; and RpT, 1940,

To quote from a study on Asia, ". . .the farmer is backward
and hostilie to Innovation and that therefore he should be
stimulated to change, through various means like cooperatives,
.« " (Etienne, 1969). Also, see Engelmann, 1968 and
Catanach, 1970,

For cxample, see Schiller, 1967 and Belshaw, 1959.

For cxawple, see Hough, 19663 bBEngelmann, 1968; and Singch,

1970,
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Such difficulsies can be of two broad types., One i3 related
to the very size of the collateral, and the othcr is related
to the quality of the collater~i. The former his fvpically
prevented term loan transactions, since size of Cara owned
by a farmer males him eligible to borrow mmounts stalier
than roquired to puichase the farm assets like a well, a
diesel engline or an electric motor. In some county-ies,
under these conditions, full term loans are provided by
pooling; collateral from more than one farmer. Such loans
are, hcwever, not treated as group loans for tho Larnose of
this paper.

See, for example, KRI, 1954,

For un extensive treatment of how Lhese barriers vetard
financial intermediation in both informal ana {ovmal UM,
see Desei, 1930(a).

Thesce observations suggest a need for studies which arc

based on a Virmer concentual and mevhodological 'oemework.

For somz iliustrations on this for cross-secetional analyslis,
gec rfdans et al., 1979; Adams et al., 1980; Matvicuno, 1978;
and Deszaj, 2680(%w),

Such a measure wculd follow from cost advantages to both the
lenders and borrowers, assuming other things remainiagr Lhe
same. It is also implied when finaucial innovaiion s
treated in the sense of causing "net" shifts in bovrn Loan
demand and supply cchedules. See Desal 1980(b) for tLhis,

and cec Smith, 1971 for defining financial innovation in

terms of shifters in the appropriate functions.
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"his study being a pllot study was restricted to only one
Lranch of one of the 14 nationalized commercial banks

which have experimentea with group lendin.

"0 ganizational pood" is defined as vthe* pgood which 1s

not available unleoss the potential beneficiaries organize
themselves to procure it.

The need to provide services obther than creditv arises from
the fact that delivering credit in isolation of such other
requirements as extension, marketing, devnositing excess
liquidity, n~te. 1w self-defeating Lo the objective ot im-
proving incomes ot the rural noor. It is also needed to
effectively compete with the informal credit agencies which
frequently embody those services in their credit contracts.
This is not to sugzgest that formal apencies should undertake
n111 kinds o other services. BRasically, they should emnha-
cioe Lpovision of ecommercial corvices.  Making availabile
credit and cavings leposit services is fairly stralgsht-
forward. DBut providing marketing services would require
some innovaticons 1ike promoting supply of working capital
credlt to one of the group members or a local merchant (s)
who may also Corm a part of the group. Such dealer credit
could be iiven not only to stock and purchase commodities
but also to promote sales.

This could very well be the reason [or the faillure of credit

cooperatives in becoming multi-purpose socleties.
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The repaynent record for the Ghann program Is reported to
}

have improved in the subsequent years. This may pirtly Lbe

o
(]

eczuse or combining tangible collateral and peer pressure.
Sucr procedure implied obtaining siznatures of 211

memiers on every loan application since they were cuarantors
for eucn other. Tt also additionally imp!lied cxecuting
documents separately (or all the members at the {ine of
loan sonetion. Even thourh the bank did not pursue Lhe
lower iender cost advantare through sroup lendiac, such

a rroecdure 1s not justiriable sine- it increaves hopprower
cosLs 1Loo.

This is necessary to accomplish betier distribution of

1

cormransatory gains for a successfinl Lsroup acticn,  Eee

or

Ols.n, 1973.
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4th Session: Rapporteur's Report and Discussion

Group Lending Experience
in Reaching Small Farmers

The author B.M. Desai, emphasized in his presentation
the objectives of group lending: (1) to reduce default
risk; and (2) to reduce administrative costs for borrowers,
for lenders and for other institutions who might work with
these groups. He concluded that the evidence from different
countries on the success of group lending was quite varied.
In some countries lender costs were actually increased by
the procedures used, while in other countries costs were
simply shifted from the lender to other institutions.
Reductions in borrower costs were sometimes achieved through
reducing fees on mortgages, but borrowers often complained
of less adequate service in other respects. Default was
generally not reduced by group lending, but the experience
tended to be better when group lending was combined with
group savings mobilization. In conclusion, the author empha-
sized that lenders shift costs to others because of perverse
incentives resulting from the forms on concessionary lending
and the lack of attention to other aspects of financial

service by lenders.

The first discussant, James Trehy, a technical expert

from the European Association for Co-operation working with
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the Guyana Co-operative Agricultural and Industrial Develop-
ment Bank, asked if this diversity of eXperience was relevant
to the Caribbean nations. He also wanted to know what an
ideal group lending system would be like. He then emphasized
some of the advantages of group lending: (1) reaching
borrowers not otherwise reached; (2) reducing lender costs;
(3) reducing borrower costs and (4) avoidance of the problem
of lack of collateral. He also emphasized the importance

and difficulty of forming groups in the group lending process.

The second discussant, Audley Coulton of the Jamaican
Agricultural Credit Board, emphasized some of the disadvan-
tages of group lending: (1) costs to lender are often higher;
(2) joint liability is often unequal and recovery is difficult
because of the uncertain legal status of groups; (3) internal
conflicts may cause groups to disintegrate and (4) groups
reduce self-reliance and may also reduce incentives to

obtain proper title to land.

In the general discussion, R.A.J. Roberts of F.A.O.
asked if group lending was relevant to the Caribbean, given
the direct personal contact of lenders with their clientele.
Douglas Graham of Ohio State University asked if the Partuaers
Groups in Jamaica could be the basis of informal groups to be
used by formal lenders. Ian Whittaker of the Jamaican

Development Bank argued that they could not because there was
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not a significant element of trust and co-operation. Headley
Brown of the Jamaican Development Bank agreed with Mr. Whittaker
and added that there had not been much favourable experience

with co-operatives or groups in the Caribbean.

John Yates of the Guyana Co-operative Agricultural and
Industrial Development Barnk said that group lending was
often an institutional requirement forced on to the borrower,
He said that his Bank is working on such programs using
credit to bring farmers together into viable groups. He
thought that it was particularly necessary for rice producers
because of machinery costs, but added that there could be

problems with groups if one individuel becomes too dominant.

Calvin De Grasse of the Development and Finance Corpor-
ation of St. Kitts thought that Caribbean nations had already
passed the level of development where group lending would be
useful and that banks were reasonably accessible to borrowers
on an individual basis. He thought it was most important to
carefully identify the target population and supply what

they need without moulding them into a group.

Ronald Baynes of Barclays Bank in Barbados, however,
thought it might be better to allocate scarce resources to

groups rather than individuals.
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Dario B. Baez of the Agricultural Bank of the Dominican
Republic said that conditions in the Dominican Republic were
quite favourable for group lending. Small farmers are eager
to form groups for a variety of activities and services, and
approximately 30 percent of credit to farmers goes through

groups.

B.M. Desai, the author of the paper, added some final
comments. He mentioned the importance of the savings
mobilization aspects of group lend.ng and that implementation
cannot be overlooked. He thought that lenders could devise
ways to deal with the vague legal status of groups in collecting
loans. He also menticned the importance and difficulty
of forming groups and the fact that centres to rent machinery
services could be more attractive than group lending to deal
with large investments.

In conclusion, he emphasized the basic issue of seeking
a way to deal with making credit available tc potential
borrowers who are high risks and costly to sexrve. That is

more important than the pros and cons of group lending per-se.
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ISSUES OF EXTERNAL FUNDING AND THE VIABILITY
OF RURAL DEVELOPMENT BANKS*

Governments of many less developed countries have established
rural financial agencies as important instruments for rapid agricultural
development. This paper examines some 'funding problems" experienced
by these rural development banks, It is argued that the credit
operations and long run viability of rural development bauks are affected
by the sour-~es of loanable funds. The basic funding problem confronting
these institutions is to secure that volume and composition of loanable
funds consistent with efficient credit operations and sustained growth
of the financial institutions.

The rural finance literature, surveyed by Adams (1977), Lele
(1974), and Lipton (1976), has devoted a great deal of attention to
problems of credit disbursement, pricing and loan recovery. A consensus
has emerged that distributional equity is not achieved by concessionally
priced credit programs, that allocative inefficiencies result from
interest rate subsidies, and that the financial viability of credit
institutions 1s undermined by low nominal loan rates of interest, high
lending costs, and by high rates of default, particularly among large
farm borrowers. These conclusions have been derived from analyses of

. the assets of credit institutions,

* This paper draws heavily on my paper, "Funding Viability of Rural
Development Banks'" co-authored with Douglas H. Graham, and on my
study of Public Development Financial Enterprises: A Case Study of
the Jamaica Development Bank.
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It is doubtful, however, that the performance of rural credit
institutions and their viability can be divorced from considerations
of the’r funding. The study of the 1iabilities or the inflows can
improve our understanding of the credit operations of rural development
banks, as well as identify additional factors germane to the sustained
growth of rural financial markets. Such an analysis is the subject
matter of this paper which is divided into five sections. The first
section describes the main sources of funding, while the second and
third sections examine the short term implications of external funding.
The fourfh section deals with the effect of institutional malperformance
on future public external funding. The fifth section examines three
ways of optimizing funding arrangements.

Empirical reference is made to the Jamaican Development Bank, a
governmental credit institution established in 1969, largely at the
initiative of the World Bank, for the purpose of extending development
loans. Since development banks in other Commonwealth Caribbean countries
have similar origins, funding patterns and operational features, more

than a few of the conclusions derived here have wider applicability.

Conventional Sources of Funds: The JDB Case

Public sector rural development banks conventionally have two
major sources of funds, namely foreign funds and domestic budgetary
contributions. Foreign funds are occasionally grants, but more
usually loans by foreign governments and by multilateral agencies.
The governments of the United States, Canada, the United Kingdom and

West Cermany have made important contributions to the financing of
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agricultural development through the medium of rural development banks

in low income countries. Multilateral development agencies, particularly
the World Bank, and regional development banks such as the Inter-
American Development Bank have made sizeable loans to public and private
development. finance institutions serving rural communities in developing
countries,

Table 1 describes the composition of the total annual inflows of
financial resources into the Jamaica Development Bank from 1970 to 1977.
Foreign sources accounted for 24 percent of these flows. Three external
agencies accounted for the bulk of these foreign funds. The Inter-
American Development Bank was the major single foreign source providing
some 40 percent of foreign financial resources, followed by the World
Bank with 25 percent, and the Caribbean Development Bank with 20 percent.
Jamaica Government loans and capital subscriptions accounted for
52 percent of total inflows. From 1974 onwards, most of these financial
transfers were in the form of equity. Loans from lecal banks accounted
for only six percent of total resour:ze inflows. Repayments of loans by
Jamaica Development Bank borrowers accounted for as little as four
percent. Tt is evident, therefore, that for the period as a whole,
external agencies and the Jamaican Government were the main sources from
which the Jamaica Development Bank received its funds and that repayment
inflows have been insignificant. The percentage contributions of the
individual sources of financing varied over time. For all years,
however, Jamalcan Government contributions and forelgn receipts were

the largest elements.
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TABLE 1

Major Sources of Funds for the Jamaica
Development Bank 1970-1977

Sources
J$ Million %
Forelgn 43.4 23.6
Jamaica Government 96.5 52.4
Jamaica Government Agencies 6.6 3.6
Local Commercial Banks 11.1 6.0
Repayments 6.6 3.6
Miscellaneous® 19.9 10.8
TOTAL 184.1 100.0

dource: Compiled from sources and uses tables and balance sheet
statements in annual reports of the Jamaica Development

Bank.

*NOTE : Decrease in bank balances and cash balances comprised

19 percent in 1972 and 26 percent in 1973. Decreases in
investment in subsidiaries comprised 16 percent in 1974.
These sources account for the large percentage share of

"miscellaneous" over the period.
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Similarly detailed information is not available for the agricultural
sector portfolio specifically. However, the data obtained from the
Bank's Annual Reports reveal that foreign funds comprised between
35 percent and 67 percent of the total agricultural loan portfolio.
The World Bank, the Inter-American Development Bank, and the
Caribbean Development Bank have supported the agricultural loan

portfolio.

Implications of External Funding for Lender Behaviour

The sources and terms of obtaining financial resources can have
a strong influence on credit pulicies and operatiocnal efficiency of
banks. Donors (and local governments for that matter) often try to
influence the behaviour of credit institutions in ways that can affect
their viability. Funds obtained from foreign private financial
institutions can also have behavioral implications for rural banks.

One important restriction by external donors is the
specification of target groups and enterprises to be serviced by the
banks. External funding agencies, while not generally stipulatiag the
size and wealth characteristics of eligible farms, usually recommend
types of enterprises that should receive favourable treatment. This
kind of recorn  »ndation stems from their views about the catalytic
roles of particular types of agricultural activity and about the
suitability of these activities as instruments for technological
progress, improved nutritional levels, and expanded rural employment.
The rural credit agencies and their governments, generally incorporate
these recommendations in their loan programs. This may be due to the

fact that they share the developmental philosophy of dcnors or know
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they can circumvent the restrictions, and for other reasons such as their
own limited knowledge and experience in agricultural development and
finincial planning, their anxiety to obtain funding, and their perception
of little negotiating space. The identification of target groups,
emphasizing the adoption of modern technology, frequently results in
loan portfolios biased towards labor-displacing imported capital goods,
and towards larger farmers. These biases negate the employment and
equity objectives articulated by both local governments and donors.

Followiag Tiresident McNamara's address to the Annual Meeting of
the World Bank in Nairobl in 1973, official funding sources have sought
to directly tackle the equity problem by devising small farm credit
programs and preferential schemes. Potential political gains from
small farm programs give governments another reason for promoting these
types of programs. 1In practice, concessionary interest rate policies
combined with the high unit costs of small farmer loan programs cause
development banks to favour large farmers. Socio-political realities
of rural com.unities and bureaucratic inertia frequently reinforce
this tendency (Lipton, Blair). However, the main point is that the
banks may be influenced bv their funding agencies into servicing
particular target groups which may not match their own loan management
capabilities.

Another type of restriction concerns short period production
loans. It has not been unusual for external donors to prohibit the
financing of working capital requirements out of project funds. For

instance, the Inter-American Development Bank and the World Bank



-151-
contracts with the Jamaica Development Bank contain such provisions.
Underlying this kind of stipulat.on may be the belief that investment
capital requirements should be accorded priority, that the private
financial system can or should satisfy demands for working capital loans,
or that the credit agency should fund its working capital loans from
other sources. There are signs that the position of external creditors
on working capital loans has become less rigid, as the following
excerpt makes clear:
"In the initial stages of the transition to a more

productive agriculture, access to short-term credit

for purchasing fertilizer, improved seeds, pesticides,

etc., 1s often of greater importance for small farmers

than long-term credit. Accordingly, in the credit

programs for small farmers, emphasis will be placed

on short-term seasonal credit in the context of overall

on-farm development planning. World Bank lending

could provide a permanent working capital fund for

this purpose which 1s rolled over and re-used from

year to year. As the Bank loan or IDA credit is

repaid, domestic sources of credit and capital can

gradually replace external funds."

(World Rank, p. 19).

Following upon Adam's work (1971), the influence of external
donors on interest rate policies has been more widely recognized.
Recent events in Jamaica give support to findings in other countries.
Foreign agencies provide funds at concessionary rates of interest and
require the Jamaica Development Bank to onlend at concessional nominal
loan rates which in real terms are either substantially negative, or
close to zero when positive. Concessionary interest rate policies
result in high loan administration costs and a bias towards large

farmers. This worsens income distribution and uridermines institutional

viability. There is no doubt that external donors are aware of the
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limitations of concessionary rates of interest for the financial sector,
the rural economy, and for general economic development. The World
Bank (1975, pp. 12-13) has discussed factors such as resource
misallocation, wealth gains by larger farmers, losses incurred by
lenders, and political corruption and abuse. At the same time, local
governments perceive certain advantages in concessionary loan rates,
using them to partially correct for the adverse terms of trade between
agriculture and the rest of the econdmy, as hidden subsidies, and as
convenient means of political patronage and manipulation. Consequently,
while piecemeal and gradual interest rate reform is occurring in a few
countries, progress towards interest rate policies that reflect the
scarcity value of capital and the costs of funds tends to be slow.
Restrictions on lender behaviour are also associated with the
foreign currency debts incurred by rural banks in their acquisition
of foreign funds for onlending locally. The banks are usually required
to repay their foreign debts in the currencies in which the debts
are denominated. Since devaluation of the local currency will
automatically increase the local currency value of debts deunominated
in foreign currency, foreign exchange risks are associated with the
foreign currency debts of rural banks. Local governments sometimes
assume these foreign exchange risks. However, it is not uncommon for
external donors to stipulate that the sub-borrowers (i.e., rural bank
customers) bear the foreign exchange costs associated with their loans,
i.e., incur the additional local currency costs growing out of any

future devaluations.
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A few other short run aspects of the type of funding arrangements
described in the previous section also merit discussion. To the extent
that commercial credits to rural banks tend to be of short maturities,
rural development banks may be predisposed to lend for quick gestation
projects. The fact that this tendency counterbalances the bias towards
long term loans created by external funds emphasizes the importance of
harmonizing the sources and uses of funds and the desired loan operations
of rural banks.

Further, unless there is a large rollover or debt rescheduling, the
short maturities of their debt places considerable demands on annual
inflows of new funds. Debt service and amortization consume large
proportions of new resources thereby reducing that which is available
for new lending to farmers. Between 1971 and 1977, total debt service
and amortization payments by the Jamaica Development Bank averaged
20 percent of its annual available resources.

Another aspect of external funding pertains to the negative
influence of a too rapid disbursement of funds on the quality of the
loan portfolio. Both local governments and foreign agencies inject large
amounts of financial resources into rural banks in the early stages of their
operations, usually before well-functioning loan appraisal and monitoring
systems are organized and staffed. Rapld ovowth of loan approvals and
disbursements seriously burden these we an management systems and
result in poor loan quality and high arrears ratios. These problems are
compounded when funding agencies measure the performance of rural banks
by the growth of their loan disbursements. Frequently, this is the only

performance measure used in the early years when few loans fall due and
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incipient arrears problems go undetected. In these circumstances, the
banks themselves may yield to the pressure to approve and disburse as
many losns as possible, sacrificing efficiency and loan quality in the

process.

Implications for Loan Portfolio Performance

I have argued that externsl funding agencies influence the credit
operations of rural banks. By so doing, they contribute to the loan
repayment problems experienced by these banks. The analysis of the
latter proposition will center on the possible implications of lender
preferences for particular enterprises and inputs, the pon-provision of
working capital loans, and the policy on foreigi: exchange costs.

Debt financed expansion of farm enterprises increases the borrower's
financial risks. Furthermore, farm liquidity is reduced by the act of
borrowing itself. Scme degree of self-financing is generally associated
with debt-financed capital formation. Counterpart requirements imposed
by lenders usually ensure that some of the farmer's own resources
complement loan funds. In this way, some or all of the farmer's actual
liquidity might be absorbed. Also, depending on the degree to which farm
enterprises utilize their existing assets as loan collateral, there is a
corresponding reduction of unutilized borrowing capacity or potential
liquidity. The seriousness of the loss of potential liquidity is of course
moderated by the degree to which farm enterprises can obtain unsecured
credit. They often manage to do so but only in small amounts and at high
cost from the informal rural cred: markets. Paradoxically, liquidity is
often scarcest during the period of greater financial risk when more

liquidity is needed.
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Farmers traditionally attempt to reduce financial risk by
diversifying their output in order to stabilize gross income flows. The
scope for stabilizing net income flows is gceater to the degree that input
use is sufficiently flexible to permit downward adjustment when warranted
by product demand conditions and relative factor prices. Lender
restrictions and preferences reduce the scope for these forms of risk
minimization.

Lender preferences for particular types of enterprises will usually

alter the optimal product mix of farm debtors (Hopkins, Barry, Baker,

Ch. 8), by altering the effective rates of return on output. The possible
outcome of stipulations concerning specific product types and pure stand
cultivation is a lower level of product diversification, particularly
with respect to those short-term cash crops which would not only

create a éreater degree of flexibility in product ciioice, but would

also help to boost farm incomes in the early stages of the longer
gestation projects which rural banks prefer. The technological bias
implies that farmers adopting the lender-pr.ierred technique of production
might be locked into a situation where reductions in the utilization of
capital gcods cannct be efficiently made, and in which there is limited
scope for substituting a cheaper factor, e.g., family labour, for more
expensive capital services. Consequently there may be an increase in
their vulnerability to falling product prices and to rising costs of
capital services (especiaily important under conditions of exchange rate
depreciation). Any pressure on net farm ingome might well put pressure on

debt-servicing capacity and result in loan delinquency.
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A farm enterprise can attempt to moderate temporary debt service
difficulties by reducing its average propensity to consume, or more likely
by attewpting to obtain short-term credit. However, as we have argued
carlier, rural development banks are not -.sually a source of short-term
credit. Nor are such resources rcadily forthcoming from commercial
banks that are the predominant mobilizers of local financial savings and
the principal short-term lenders. Commercial banks in lesser developed
countries employ quite restrictive credit criteria and portfolio
preferences. These exclude most potential agricultural borrowers.
Selective loan guarantee and rediscount schemes have not been successful
in encouraging a greater volume of commercial bank credit to agriculture,
since attempts to collect on defaulted or delinquent loans that are guaranteed
involve expensive and time consuming legal procedures. A case can be
made, therefore, for rural development banks to directly provide production
loans. Where external funding agencies preclude the use of their project
funds for working capital loans, the rural banks can nonetheless attempt
to fill this credit gap by mobilizing local resources either by borrowing
from the private financial sector or by directly providing a deposit
service.

We turn now to the implications of the policy on foreign exchange
costs. This centers around the question of who should bear the risk and the
additional unpredictable rise in loan costs associated with fixed foreign
currency obligations when there is a devaluation of the local currency.
Raghavan (1980) has suggested several broad guidelines for allocating

foreign exchange risk. He argues that the borrowing enterprise should be
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required to bear the risk if it derives a scarcity value from imported
producer goods or if interest rates are concessionary. However, since the
foreign exchange proceeds of the loans confer a social benefit by adding
to the import capacity of the economy as a whole, the foreign exchange
cost should not be entirely allocated to the borrowing enterprise.
Essentially, these costs if borne by the farmer can be incorporated
into the interest rate variable. An increase in foreign exchange costs
reduces farm capital growth by reducing the net rate of return. The
foreign exchange costs implied by the stipulations on exchange risk are
uncertain in nature but do assume serious proportions in countries
experiencing large and repetitive exchange rate devaluations. These costs
are not easily absorbed by farmers under conditions of weak product markets.
Donor agencies have argued that with devaluation~induced increases
in domestic farm product prices and with improved international price
competitiveness, dom stic sub-borrowers should be net gainers from
repetitive devaluations and should therefore expevience no great difficulty
in repaying loans with the added devaluation costs. However, devaluation-
induced increases in factor costs and the continuing price control policies
for farm products erode these potential gains. As a result, the conditions
assumed to be operative by donors are not readily satisfied at least in
the short run. Severe debt repayment problems are more likely to result
because of the abruptness of the exchange rate adjustment which raises
debt costs immediately whereas the income affects of attempts to phase out
price controls takes much longer. Some reconsideration of this policy seems
warranted. It seems reasonable to assume that the rural banks, by virtue
of the larger scale of their operations and by the adoption of loan

pricing policies which include a small premium for exchange risk, can
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better hedge against foreign exchange risks associated with foreign currency
debt. It can also be argued that since exchange devaluation is the outcome
of pgeneralised economic disequilibria and is not attributable specifically
to rural borrowers, that society as a whole sho:ld bear the costs. In

such a case, government should accept the foreign exchange risks.

Another 'sequence of the foreign exchange stipulation under conditions
of currency de iation is an increase in the rural bank's risk exposure.
The upward readjustment of the current local currency value of a loan is
unaccompanied by a similar revision of pledged collateral. This implies
that the existing collateral covers a smaller proportion of current loan
value than the bank regards as prudent. In effect, the banks' risk exposure

increases.

Feedback Effects on Public External Funding

Paradoxically, the finauncial problems which ensue from donor influences
on rural banking might create problems of future external funding. The
flow of funds from the donors might decline in response to one or more
factors. Funding agencies as a matter of policy may wish to prevent
continued reliance on their resources. More importantly, the arrears
problem, typically disguised in the earlier years by extensive grace
periods, becomes clearer as more loans fall due. This may result in the
suspension of disbursements on existing loan contracts and a refusal to
replenish resources by new contracts unless institutional reforms occur.

The prospects for reform, of course, are conditional upon debt recovery and,
at the same time, by the overall economic environment affecting the
prospects for economic recovery, the restructuring of interest rates and

the political environment influencing the prospects for foreclosures on

collateral. Another possibility is that drastic shifts in the ecoromic
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position of governments of developing countries may induce a slowing down
of disbursements and other financial sanctions by the donor agencies. In
practice it is the first two which seem to be responsible for the decline
in foreign resource flows to rural development banks in less developed

countries.

Possible Means of Resolving Funding Problems

It has been contended that public external funding may seriously
constrain the allocative and operational efficiency of rural development
banks. One solution to this problem is to attempt to alter the operational
criteria and loan prefercnces of the funding agencies themselves. Another
solution is to develop new sources of funding that are not subject to the
same limitations. The latter solution is analyzed in this section. Three
methods of developing new sources of funds are examined, namely, deposits,
bond issues, and earmarked taxes.

Public sector development banks do not usually accept deposits from
the public. Nonetheless, there are potentially important gains to be
derived from providing deposit facilities. The provision of these
facilities removes a peculiar constricting feature of this type of
financial institution, namely, that their credit operations and debt
repayments do not thkemselves provide a steady return flow of funds to
the ban%s as deposits. This is quite unlike the case of deposit~taking
institutions, e.g., commercial banks, where expended credit balances and
deposit withdrawals return partially at least to the financial institutions
in the form of new deposits thereby ensuring no full and permanert leakage
of loanable resources from the financial institutions. For rural

development banks, which do not have deposit facilities, the leakage is both
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full and permanent. Furthermore, deposits constitute a more general and
diversified source of loanable funds. There is accordingly a greater degree
of freedom from portfolio restrictions and control by funding entities.
Additionally, the fact that the continued ability of a bank to attract
deposits depends on potential depositors' confidence in the banks'

financial management forces greater adherence to financial discipline.

This can result in more efficient loan appraisal and more effective loan
collections. Finally, where loan customers are also depositors, rural
development banks have a potentially greater informational basis for
monitoring the financial performance of their debtors.

In retrospect, it would appear more promising to incorporate a
development bank portfolio within a well establisheu commercial banking
institution rather than the other way around. This would ensure financial
discipline and effective monitoring of the portfolio from the very
beginning. This latter point illustrates one of the most promising
opportunities lost by donors and LDC's in the 1970s, namely, the
incorporation of a small but viable and slowly growing long run development
portfolio within a nationalized commercial banking network. Instcad,
donors and LDCs moved headlong into promoting separate limited service
development banks which were ill-prepared to design, evaluate, disburse and
monitor their loan portfolio with the insight, discipline and caution that
a well trained and experienced commercial banking staff could have
brought to the task.

Local and foreign bond issues are another mechanism for raising
resources. Some external funding agencies such as the World Bank
certainly see this option as a preferred one for national and regional
development banks attempting to reduce their reiiance on multilateral

concessional funding. Both means of financing impose some degree of market
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discipline on rural banks. The difficulties of international bond issues
are well known. They include: (1) legal and other institutional barriers
to entry into developed countries' capital markets; (2) the inability of
lesser developed countries to satisfy the informational requirements

for bond placements; (3) quantitative limits on foreign country issues in
the domestic capital markets of the developed countries; and (4) discriminatory
taxation of interest income derived for foreign bondholdings. Efforts at
improving developing countries' access to capital markets in developed
countries are currently being made at the international level (Development
Committee, 1978). At the present time, however, one cannot hold out much
hope for substantial foreign bond financing of national development

banks.

Domestic bond isSues are also subject to difficulties, low levels of
private wealth, rudimentary capital markets, and financial risk aversion
among households and corporations are characteristic of underdeveloped
financial structures. Each constitutes a major barrier to successful bond
issues. Private financial institutions which command most domestic
financial savings tend to confine their equity investment to short-term
and long-term government securities. Therefore, greater access to their
resources can only arise through competition with central government
financing or from policy measures that expiicitly favour acquisition of
development bank bonds. The Jamaican experience reveals that short-term
budgetary requirements of the government may prevail over the financing
requirements of public sector development banks. However, this need not
be the case, and development banks may prove capable of bidding away

financial resources from the recurrent budget.



-162 -

Proposals are sometimes made to compel private financial
institutions to acquire development bonds. Among the devices proposed
are earmarking part of the proceeds of central bank legal requirements,
and tle imposition of legal requirements that private fiuancial institutions
invest directly a portion of their assets in development bank bonds. While
providing for automatic growth of resources, these devices reduce financial
discipline in rural credit institutions, and may reduce the overall
efrficiency of financial resource use.

An issue of optimal timing arises with respect to both deposit
mobilization and bo.d issues by rural development banks. The ability of
the banks to attract funds through either mechanism depends on the state of
their financial portfolios. The tendency of rural development banks to
experience serious arrears and liquidity problems implies that public issues
of bonds or deposit acceptance are not likely to be particularly successful
if they are attempted after the institutions' public image is one of
financial mismanagement and near bankruptcy. In effect, a case can be made
for the early adoption of these two financial mechanisms given the difficulty
of doing so later, and the role they can play in instilling financial
aiscipline at a crucial early stage of the institutional life cycle. As
menticned earlier, the issue of optimal timing for creating a stronger
liability base can also be tied in with the issue of the ontimal
institutional method of incorporating a development portfolio in the young
and imperfectly developed capital markets of LDCs. Building this portfolio
within the institutional setting of a nationalized commercial bank may
prove to be a more viable and self-sustaining institutional vehicle for

promoting the growth of development financing in many LDCs.
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At the level of governmental budgetary support, taxes can be
earmarked for contribution to the rural development bank. This -sould
essentially result in linking the growth of budgetary resources to the
growth of fiscal revenues. However, like other forms of government
budgetary support, it may result in pelitical interference with credit

allocation and loan collection operations, and in financial laxity.

Conclusions

Some important con..usions can be drawn from the foregoing analysis.
First, public sector rurai development banks are heavily dependent on
local governments and external agencies for their funding. Local private
sector financial institutions and loan recoveries within the rural banks
themselves are not significant sources of loanable funds. Second, the
influence exerted by public external funding on the lending practices of
rural banks may contribute to the weakening of loau portfolio performance
and overall financial viability of these banks. Thivd, none of the
resultant portfolio decisions are necessarily consistent with allocative
efficiency, distributional equity, or higher levels of rural employment.
Fourth, the possibility that public external funds may contract as a
result of those financial problems themselves threatens the long~-run
viability and growth of these banks.

These short and long period implications lead to the overriding
conclusion that the sources of funding should be broadened to include less
restrictive and more dynamic resource inflows. Three extensions, namely,
deposit mobilization, bond issues, and ecarmarked taxes were examined

briefiy. TLeposit mobilization and local bond issues are preferable and
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are also potentially more successful methods of funding, provided they are
initiated at a relatively early stage in a rural development bank's life-
cycle.

ilbwever, once the banks have evolved into the classic resource
crises discussed in this paper, the policy space for effective
restructuring of resource inflows will have been severly reduced. In
this case, no formula for reform and survival is easy to devise.
Liability structures appropriately designed from the outset may prevent
or moderate many of the short and loug run problems typically

experienced by rural development banks.
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Jth Session: Rapporteur's Report and Discussion

The Issues of External Funding Sources
and the Viability of Rural Development Banks

The author stated that constraints imposed on loans
from international funding agencies result in weak perfor-
mance of rural development banks; however, the commentator
pointed out that the local window of rural bank operations
perform much worse than funds provided by external agencies
even though the local window does not have as stringent
restrictions on use of funds. In the rejoinder, the
author stated that the local window of rural bank operations
is also frequently subject to many controls established
by local governments which result in the same difficulties
as funds from international lending agencies.

The author identified msjor external funding restrictions
as target groups of borrowers, working capital restrictioms,
concessionary intevrest rate policy, foreign exchange risk and type
vf farm enterprises which introduce biases in the loan portfolio
of rural banks. The commentator stated that target groups
must be an integral consideration of development lending
and that larger borrowers with easy access to commercial
credit are usually excluded from concessionary loans by way
of appropriate mechanisms (e.g. net worth criteria). Inter-
national lenders require that working capital needs be met

from local counterpart funds. The commentator accepted the
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author's observations regarding the undesirable effects
of subsidized interest rates.

The commentator pointed out the difficulties of con-
vincing governments of the need to increase interest rates.
The commentator agreed with author's conclusion that govern-
ments should absorb the foreign exchange risk. Increased
borrower involvement in the preparation and design of pro-
jects could influence the type of enterprise financing.

The commentator pointed out that many of the difficulties
which the author identified regarding the viability of rural
banks are due to local institutional inefficiencies as well
as inadequate assistance from intermational agencies which
could strengthen institu:ions.

Commentator questioned whether local institutions can
raise funds through deposits or bonds on the basis of their
porr financial track record in current activities. The
author agreed that an important link exists between the finan-
cial performance or viability of rural banks and the local
capacity to generate deposits. In other words the financial
viability of the rural bank must be practically guaranteed
from the outset if the rural bank is to attract substantial
amounts of local funds.

Other commentators generally agreed that more dialogue
is needed between international lenders and rural banks to
resolve issues such as procurement restrictions and inclusion

of working capital as a legitimate component of the loans.



~-168-

This is necessary because the rural bank which implements
the international loan and expeviences most of the diffi-
culties in that implementation is generally not the agency
or borrower which regotiates the loan.

It was noted that many rural banks have failed to
serve the clientele which their charters required them to
serve and that the rural banks need to re-structure their
operations to the changing conditions they now face. Some
int _national lending agencies are now providing technical
assistance support to streamline and improve the capability

of some rural development banks.
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The Potential for Rural Savings Mobilization:
Some Evidence from Latin America

Robert C. Vogel#¥

Introduction

The view 1s widely held that the p-,imary role of financial
institutions which serve the rural sector in developing countries
is to provide abundant credit at subsidized low rates of interest
in order to promote agricultural output and to redistribute
income toward the rural poor. However, there is increasing
evidence that subsidized low interest rates on agricultural
loans have failed to achieve these two objectives. Because
credit is fungible, it is difficult and costly, if not impossible,
to tie subsidized credit to specitic agricultural activities.l/
In addition, recent studies focusing on the recipients of sub-
sidized agricultural credit indicate that the main beneficiaries
are not the rural pcor, as credit is highly concentrated in
large loans to relatively wealthy farmers.g/ The purpose of
the present paper is not to pursue these arguments further, btut

rather to examine the issue of the abundance of credit, that

is, whether some alternative to the current approach might not

¥ Professor of Economics, Syracuse University, and Visiting
Professor of Agricultural Economics, Ohio State University.

1/ Sec J.D. Von Pischke and Dale W Adams, "Fungibility and the
Design and Evaluation of Agricultural Credit Projects,"
American Journal of Agricultural Economics, November 1980.

2/ See Robert C. Vogel, "The Effect of Subsidized Credit on the
Distribution of Income in Costa Rica," paper presented at the
Rocky Mountain Council for Latin American Studles, Tucson,
Arizona, April 19377.
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facilitate a larger volume of credit for the rural sector in
develeplng countries and thereby do more to promote agricultural
output and redistribute 1ncome toward the rural poor.

Because the current approach emphasizes the provision of
credit to the rural sector at subsidized low rates of interest,
it mist necessarily rely on some external donor or some internal
sor - = of tax revenues to obtain resources for the subsidy.

In Yact, the failure of industriallzed countries to provide
more subsidized resources, either directly or through interna-
tional lending agencies such as the World Bank or the Inter-
American Development Bank, has been widely deplored in recent
years. In spite of urging the industrialized countries to do
more, the governments of most developing countries have them-
selves been unwilling to expand greatly the portion of tax
revenues going to support subsidized credit for the rural
sector. 1t 1s not the purpose of this paper to argue that the
industrialized countries should be implored to give more, Or
the developing countries to allocate more of their scarce tax
revenues to subsidlizing credit for the rural sector, neither
of which is likely to happen in any case. Rather, the present
paper argues that substantial resources exist in the rural
sectors of most developing countries which are largely unutilized
and that these resources are unutilized in part because of the
current approach which emphasizes the continuing dependence of
the Eural financial system on foreign grants or taxation of

other secctors of the domestic economy.
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The perceived necessity of relying on foreilgn grants or do-
mestic taxatlion comes from the widely-held view that savings
cannot be mobilized in rural areas of developing countries because
most of the rural population has no margin for saving over con-
sumption needs. In additi»n, urban-based financial institutions
are said to be uninterested in the small sums that might be
mobillized in rural areas, while rural institutions are thought
to lack the administrative and technical skills necessary for
the successful mobilization of savings. Based on the experience
of credlt unions in Peru and Costa Rica, and especially on the
experience of the Banco Nacional para las Cooperativas of Peru
(BANCOOP), the present paper argues that these views are not
correct and that large amounts of voluntary savings can be
mobilized in rural areas of developing countries if the proper
incentives are present.g/

The current approach of relying on foreign grants and do-
mestic tax revenues to provide subsidized low interest rate
credit to the rural sector creates strong incentives against
mobilizing domestic savings. Financial institutions are certain
to prefer obtaining low-cost resources from foreign donors or
from agencies of their own government to the alternative of

obtaining resources from domzstic savers who must be paid

3/ See Dale W Adams, "Mobilizing Household Savings Through Rural

~  Financial Markets," Eccnomic Development and Cultural Change,
April 1978, and F.J.A. 3ouman, "Indigenous Savings and Credit
Societies in the Third World: A Message," Saving and
Development, 1977, #U4, for additional evidence.




-173-

interestvrates high enough to compensate them for the use of
these resources. If, in addition, financial institutions are
required to make loans at subsidized low interest rates to
support certoin agricultural activities, they will be faced
wlth two unattractive alternatives: (1) make loans at the
same low interest rates with resources mobilized from domestic
savers and thereby incur losscs on these loans; or (2) charge
higher interest ratecs on loans which are based on higher-cost
resources and then attempt to explain to the borrowers paying
“he higher rates why they were discriminated against, Given
such incentives, it is not difficult to understand why [financial
institutions in developing countries have not focused on mobil-
izing domectic savings.ﬂ/

A project sponsored by the Agency for International Develop-
ment (AID), which was initiated in Peru in 1979, 1s the basis
for much of the evidence presented below in support of the
possibility of succesaful savings mobilization in rural areas
ol' developing countries. This AID project has several segments,
but here only the aspects relating to savings mobilization will
be discussed in any detail. The project includes technical

assistance tn help PANCOOP with its savings mobllization efforts

4/ Se¢ Themas E. Weisskopf, "The Impact of Foreign Capital Inflow

~ on Domestic Saving in Underdeveloped Countries," Journal of
International Fconomics, February 1972, for traditional argu-
ments and evidence based on U/l developing countries for the
negative impact of foreign capital on domestic saving.
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in two target areas in rural Peru and, in addition, technical
assistance through BANCOOP to help the credlt unions 1n these
two target areas with their savings mobilization activities.
Savings mobilization by the credit unions will be discussed
first because in this way the environment in which Bancoop
Initiated 1its savings mobilization activities can better be
understood. After the discusslon of Bancoop's substantial suc-
cess with savings mobilization in rural Peru, savings mobiliza-
tion by credit unions in Costa Rica will be examined brieflly to
show that the Peruvian experience is not, and need not be,

unique.

Peruvian Credit Unions

After years of strong growth, Peruvian credit unions began
to experience serious difficulties in the mid-1970s, due largely
to a dramatic upsurge of inflation and the failure of the credit
unions to adjust their traditional low Interest rate policies
in the face of this inflation. From the early 1950s through
1973 the rate of inflation in Peru averaged less than 10 percent
per year, but accelerated to over 30 percent per year in 1976
and 1977 and over 50 percent per year in 1978 and 1979.

Until mid-1976, interest rates were rigidly controlled by the
Peruvian Central Bank at 5 percent on savings deposits, 7 per-
cent on time derosits, and 12 percent on short-term loans.

These interest rate ce'lings were raised beginning in mid-1976
and significantly in m.d-1978. During 1979 and 1980, the celling

rate on savings deposivs was 30.5 percent, wnile time deposits
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carned up to 35.5 percent on deposits of one year duration. The
nominal celling rate for loans was 32.5 percent during 1979 and

1980, but effective interest rates could easily be 60 percent

nr higher through the use of commissions, compensating balances

and other devices.

When the AID-BANCOOP project was initiated in 1979, none
of the five major credit unions in the two target areas had
taken advantage of tne opportunity to raise interest rates.
Rather, these credlt unions continued to follow the tradition
of charpging 1 percent per month on loans. With such low inter-
est, rates on loans, the credit unions were unable to pay high
enough interest rates on savings and time deposits to compete
with other financial institutions, especially the commercial
banks, which had quickly taken advantage of the lncreases in
interest rate ceilings. Thus, the credit unions were forced
to rely for their resources almost entirely on the capital con-
tributions of thelr members, on which dividends are limited to
6 percent per yuar by the regulations of the Peruvian Central
Bank.

These interasst rate policies have croated serious perverse
incentives and substantial problems for the credit unions.
on onec hand, members have an incentive to borrow as much as
possible because interest rates on loans [ar below the rate of
inflation mean tnat borrowers have to pay back in real terms
ruch less than tne amount borrowed., On the other hand, members

have little or no incentive to make time and savings deposits
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with their credlt unions because the purchasing power of these
deposits is rapidly eroded by inflation when adequate interest
rates are not paid. Members who make capital contributions to
their credit unions do so primarily for the purpose of getting
access to loans, and such loans can be as much as three (imes
the amount of a member's capital contribution under the regula-
tions of most Peruvian credit unions.

The results of these interest rate policies can rcadily be
seen in the substantial problems experienced by the five major
credit unions in the two target areas of the AID-BANCOOP project.
There have been increasing complaints of severe shortages of
loanable funds, as the demand for low intecrest rate loans far
exceeds members' capital contributions and meagre time and
savings deposits. Disgruntled members who are told that their
approved loans cannot be disbursed because of a lack of funds,
or that there is no point in even.applying for a loan, often
cease making capital contributions to their credit unions and
become lnactive. For scme credit unions the loss of active
members has spread to serious repayments problems as members
see no point in repaying old loans when the prospects of ob-
taining new loans are bleak.i/ In addition, many credit unions

are experiencing substantial operating deficits as stagnant

5/ See Robert C. Vogel, "Rural Iinancial Market Performance:

~  Implications of Low Delinquency Rates," American Journal of
Agricultural Econoiics, forthcoming, for a discussion of the
importance of good service on new loans in maintaining good
repayment ratcs on outstanding loans,
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interest income fails to keep pace with the operating costs which
Inerease with inflation. Even those credit unions which have
managed to continue to grow in nominal- terms have seen the pur-
~hasing power of their capital more than halved since the
mid-1970s.

In spite of the important role 1n the AID-BANCOOP project
of tecnnical assistance through BANCOOP to help the credit
unions witn savings mobilizaticn, the credit unions in the two
target areas have vecn slow to accept the nigher Interest rate
policles which are 2 prerequisite Lo successful savings moblli-
sation, Az of the end of 1979, only two of the [lve credit
unions had ralsed their interest rates. One of these changed
its interest rate policles c¢rly after it nad reached the verge
of ccllapse and had recelved an inordinate proportion of the
project's teohnical nssistance in the form of detailed analysis
and persistent explanaticn of the consequences of its low inter-
2st rate policles. The cthner, however, had qulickly raised 1its
interest rates to the maximum permitted by the Central Bank's
regulations and has sutsequently had significant success in
mobliiwing addit tonal time and savings deposits.

As of mid-1980, cwo of the other credit vnions in the tar-
set areas had also raiced thelr interest rates. One of these
became convinced ! £he need to ralse Interest rates on loans
in early 1980 because of operating Tosese: , but the need to
raice interest rates on time and savings deposits suirficlently

to compete with other financial institutions in mobilizing
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savings was not recognized. The other credit union raised inter-
est rates to the maximum permitted on time and savings deposits,
but gave so little publicity t~» these changes that several em-
ployees of the credit union were unaware of the new interest
rates. As of mid-1980, one credit union still had made no change
in 1ts 1Interest rates, although increases have been proposed
by members of the credit union's board and discussed at the
annual meeting. Because of the slcwness to change interest
rates, in the case of nnly one credit union is it possible at
this point tg see significant success with savings mobilization.
Before proceeding to analyze BANCOOP's success with savings
mobilization in the same tivo areas of rural Peru, it 1s inter-

esting to speculate why the credit unions have been so reluc-

tant to change their interest rate policies.é/

There are at
least four hypotheses worth noting, which are not necessarily
mutually exclusive. The first is that credit unions are simply
confused by the rhetoric of cooperativism, and members genuinely
belleve that raising interest rates on loans would be usurious
and that problems can best be dealt with by appeals to altruism
against the economic raticnality of individual members. The
second 1s that members who are on the boards of direclors or

kéy policymaking committees have much better access to credit

union loans than most other members and use the rhetoric of

6/ See Robert C. Vogel, "Barriers to Financial Reform." Interna-

~ tional Conference cn Rural Finance, Calgary. Canada, August
1979, for a discussion of the difficulties of implementing
interest rate reform in a somewhat different context.
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cooperativism to keep interest rates low oun loans for their per-
sonal benefit. The third is that most credit union declsion
makers, including even management itself, have little profes-
sional knowledge of economics or finance and thus view as very
risky any departure from traditional policies. The fourth 1is
that credit unions continually hope for some source of 1ow cost
resources (if not the capital contributions of their members
then donations or subsidized credit from some external source)
chrough which they can avoid raising interest rates to compete
for savings. Some evidence for each of these i'our hypotheses
can be found in the technical assistance work with the credit
unions in the two target areas, but perhaps most noticeable

was the extreme disappointment of the credit unions on finding
that the technical assistance with savings mobilization did not

include any low cost resources for lending to members.

BANCCOP

in spite of its name, BANCOOP is not in fact a bank under
Peruvian law, but it dones carry out most functions of a bank
such as receiving deposits and making loans. BANCOOP is rather
a second level cooperative, that is, a cooperative of coopera-
tives with its directors elected by the cooperatives which have
become members by making capital contributions to BANITOP.
Neverthcless, BLNCOOP deals not only with its member coopera-
tives, but also with non-member cooperatives, individual members

of cooperatives, and the general public. BANCOOP was selected
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by AID to be the primary institution in the project for two main
reasons: (1) BANCOOP was already “ollowing a policy of rela-
tively high interest rates on loans and deposits within the
limits of Peruvian regulations, ani (2) BANCOOP had been reason-
ably successful as an urban-based operation and was interested
in expanding its operations to Serve a rural clicntele.

BANCOOP? initiated its savings mobilization activities in
the two target areas of rural Peru during 1979 in the face of
adverse economic conditions. In addition to the rapid inflation
mentioned a%ove, the Peruvian economy had shcwn no real growth
in several years. Moreover, BANCOOP faced potentially formi-
dable competition from established financial institutions in-
cluding several commercial banks. Yet, by mid-19R0, in the
two target areas BANCOOP had already mobilized in Peruvian soles
time and savings deposits equal to apr roximately one million
U.S. dollars, in contrast to a goal of only $150,000 to be met
by the end of the project in mid-1981. This success can be
put more clearly in perspective when it 1s noted that commercial
banks and other financial institutions in the two target areas
have indicated in preliminary figures much lower rates of saving
mobilization during 1979 and early 1980. Offices of BANCOOP
outside the two target areas also reported much lower rates of
savings mobilization through mid-1980.

The success of BANCOOP in mobilizing savings in the two
target areas should not obscure the fact that some significant

problems have been encH untered. In the early stages of the
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project, BANCOOP officials that it was preferable to con-
centrate on mobilizing resources through capital contributions
" member cooperatives and demand deposits and to de-emphasize
t ime and savings deposits because the latter two recuired ap-
nreclable interest payments in contrast to the former two.
However, the hope of mobilizing low-cost resources through
capital contributions and demand deposits proved cto Lbe illusory.
As 1n the rase of the credit unions, members made capital :on-
tributions in order to request loans, so BANCOOP found that
caprital contributlions trom member cooperatives lncreased the
demand for loans more than they increased the supply of resources
availavie for lending. The inflows and outflows of demand de-
posits proved to vbe quite large relative to balances, so that
demand depesits nave not provided a stable source of funds for
lending, nor have they been particularly low cost because of
the clerical expenses involved in maintaining these accounts.
The subsequent snift toward emphasizing time and savings deposits
has provicoed far more resources for lending in the two target
areas, and the intercst and other costs associated with these
accounts have easily been covered by the interest earned on
the leans miide with these resources.

Another problem encountered during the first year of the
projoect was the muci slower rate of savings mobilization in
one of the two target arcas, in spite of the fact that the
less successful BLCOOP office had opencd several ronths earlier

and serves a more heavily populated area. It was found that
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attempts by the member of BANCOOP's board of directors from the
less successful target area to intervene in the iay-to-day oper-
atlons cof that office had leu to a high rate of turnover in
managers and other key personnel during much of 1979, This,

in turn, had harmed employee morale and had reduced puhlic con-
fidence 1n the ability of the BANCOOP office in that target area
to survive and prosper. However, the durability of the current
manager of that BANCOOP office has led to improved employee
morale and depositor confidence, so that the rate of savings
mobilization during 1980 has been approximately the same in

the two target areas. A final puzzle worth noting was the
Siowness of BANCOOP to extend the successful savings mobiliza-
tion techniques developed in the two target areas to offices

in other areas. Perhaps the explanation, as suggested in the
case of the Peruvian credit unions, is the difficulty of con-
vincing individuals to deviate from traditional approaches when
they do not nave enough professional knowledge to be confident
in the success of a new approach. In any case, several BANCOOP
offices along the northern coast of Peru successfully adopted
new savings mobilization techniques beginning in mid-1980.

One of the principal reascns for BANCOOP's\success in sav-
ings mobilization has been the payment of high rates of interest
on time and savings deposits, the maximum permitted under Peruvian
regulations. There are, however, other factors which may be
equally important. The experience, discussed above, of the

BANCOOP office with high turnover of key personnel indicates the
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importance oI depositor confidence and employee morale. Employee
performance is an important factor in successful savings mobili-
sation which is often overlooked. It is generally recognized
that good service in the form of convenient location of offices
and convenient hours of operation is important in attracting
potential depositors, and in this respect BANCOOP compares quite
ffavorably with other financial institutions in the two target
areas, especlally with the commercial banks. tHowever, it is
seldom recognized that rapid service with a minimum Lf paper-
work and other formalities is at least as important, and in

this respect the advantage of BANCOOP over the other financial
institutions appears to be even greater. A principal reason

for good employee performance, which results in good service

for depositors, is incentives for BANCOOP employees which are
tied to the amount of time and savings deposits mobilized.
Otherwise, more clients and more depcsits simply mean more work
for employees.

Savirngs mobilization campaigns, which include substantial
incentives for employee performance, are the otner important
clement in BANCOHP'S success in mobllizing savings in the two
tarpet areas and, more recently, along the northern coast of
Peru, So far during 1980, BANCOOP has run three very effective
suvings campalgns. The first, which actually began in December
of 1979 and ran through tne middle of January, involved free
instant photographs for those who deposited small amounts, a

raffle of cameras, and free cameras for those who made large
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time deposits. The second, which ran from early February until
April, involved free school suppliles for small deposits, a
raffle of school supplies and bicycles, and free bicycles for
large time deposits. The third savings mobilization campaign,
which began in July and ran until September, featured raffles
of color television sets and other clectrical appliances and
immediate prizes of these same articles for large time deposits.
This campaign departed from the earlier campaigns in some im-
portant aspects. First, as noted above, it was adopted by
BANCOOP offices outside the two target areas. Second, the
emphasis shifted toward time deposits and toward vrizes which
would have major appeal to more aflfluent and more urban groups
within the target areas. The earlier campaigns not only empha-
sized a much larger number of smaller prizes but also emphasized
immediate prizes in order to spread confildence in the newly-
opened BANCOOP offices among a potentially large rural clientele.l/
The current phase of the AID-BANCOOP project invelves a
detailed analysis of BANCOOP's successful savings mobilization
efforts. In particular, the thousards of savings accounts which
have been opened at the BANCOOP offices in the two target areas
are being studied with respect to the characteristics of the

depositors and the behavior of the accounts over time. A fear

7/ See Augusto Chanamé, "pautas a Considerar en la Planificacion
~ de una Campafia de Promocion," Seminario sobre El Proceso
Inflacionario y su Incldencia en las Cooperativas de Ahorro
y Credito, San Josc, Costa Rica, September 1980, for a
detalled discussion of the BANCOOP savings mobilization
campaigns.
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expressed carly in the project was that savings would be deposited
during campaigns in order to secure prizes and would then be
quickly withdrawn. This fear has proven unfounded as savings
accounts opened during campalgns and those opened at other times
do not show significantly different behavior, and both groups
of savings accounts have on the average maintained balances
over time which tend toward the amount of the initial deposit.
The main difference between campaign and non-campaign periods
is that substantially more new accounts are opened during sav-
ings mobilization campailgns. However, the analysis nas not
yet progressed te the point where it is possible to evaluite
Lrie appropriateness ¢ the rcecent emphasis on time deposits
rather than savings accounts, nor has the importance of the
dirferent elements in each of the campaigns yet been analyzed.
Interviews nre currently being carried out in one of the
target areas with a random sample of 100 BANCCOP depositors
and 10C other irdividuals who are not BANCOOP depositors, but
who are similar to these depositors in other respects. The
purpose of these interviews 1s not only to discover what aspects
of BANCOOP s savings mobllization efforts are most appealing to
pote 1al depositors, but also to discover what are the prin-
cipal cources of these deposits. Knowing the source of these
deposits may be useful for BANCOOP's promotional activitlies, but
for macrocconomic analysis it is particularly important whether

they are coming from reduced consumption, reduced holdings of
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unproductive physical assets, or reduced holdings of other finan-
clal assets. In addition, the relationship between time and
savings deposits and other BANCOOP services is being studied,
that is, whether individuals tend to make time and savings de-
posits first and then are drawn to other BANCOOP services, such
as loans and checking accounts, or vice versa. The daily inflows
and outflows from BANCOOP's checking and savings accounts are
also being analyzed in order to make recommendations about the
appropriate level of reserves for thewse accounts.

Before turning to the discussion of savings moblilization
by credit unions in Costa Rica, it is wortnwhile to mention
briefly the impact of BANCOOP's savings mobilization efforts
on its financial viability and on its lending behavior. Under
the impact of inflation BANCOOP had drastically shortened the
maturity of its loans and consequently had shifted its loan
portfolio away from cooperatives, ;oth member and non-member,
and towards individuals. Higher interest rates and the greater
availability of resources due to successful savings mobilization
have permitted some lengthening of maturities and some shift
of the loan portfolio back toward cooperatives. Throughout the
period there has been no lack or demand for BANCOQOP loans, even
at effective interest rates of more than 60 percent per year,
and many borrowers have stated that rapid service 1is more impor-~
tant than low interest rates. BANCOOP's financial viability
also appears to nave improved during the period of successful

savings mobilization efforts. Inadequute dccounting procedures,
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cspecially with respect to delinquent loans, make BANCOOP's stated
profits somewhat dublious, but in any case both the delinquency
situation and profits appear to have improved during the past

year.g/

Costa Rican Credit Unions

A study of savings mobilization by Costa Rican credit unions
which served as the main background paper for a recent seminar
in Costa Rica shows that the FPeruvian experience with savings
mobilization is not differcent from what can be observed in
other countries of [Latin America.g/ In late 1978, Costa Rica
nnderwent a major financial reform in which many interest rates
were totally freed trom control by the Central Bank while
others were increased and allowed to float with international
interest rates. 1In addition, increasing rates of inflation
during the past two years have tended to push interest rates
nipher cince the beginning of the reform. Many credit unions
In Costa Rica, as in Peru, have failed to raise interest rates
and have thus been unable to mopilize additiocnal resources
through time and savings deposits. These credit unions have

alzo experienced a loss of active members and an increase in

5/ ‘ee Geurge Wohanka, "The Impact of Successful Savings Mobili-

© uzatlon on FAHCOOP's Financlial Viability and Lending Behavior,"
paper presented to AID, Department of State, Washington, D.C.,
December 1980,

9/ GLee John IF. Gadway and Robert . Vogel, "La Inflacion y la
Tusa de Interes," Seminario sobre E1l Proceso Inflacionario vy
su Incidencia e¢n las Cooperativas de Ahorro y Credito,

S1in Jose, Costa Rica, September 1980,
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delinquant loans as members discover that these credit unions
cannot mobllize adequate resources to provide new loans.
However, in Costa Rica several credit unions have been willing
to raise interest rates on loans and deposits as high as neces-
sary to compete vigorously with other financial institutions
including commercial banks. These credit unions have con-
tinued to grow, nct just in nominal terms, but in the real
volume of deposits and loans and in the number of new active
members, |

In the discussion at the Costa Rican seminar, many credit
unions lamented the lack of an altruilstic cooperative spirit
among their members, but almost all recognized that individual
economic rationality requires realistically high interest rates
for credit unions to be able to mobllize the resources neces-
sary to provide good service to their members and, hence, to
survive. There was, just as within BANCOOP in Peru, disagree-
ment as to whether it was better to emphasize savings deposits
or time deposits in savings mobilization strategies, and the
preferred strategy often seemed to depend on the characteris-
tics of the members of the particular credit union. The idea
of savings mobilization campaigns did not meet with universal
acclaim from Costa Rican credit unions, in part because of
apparent confusion amcng the necessity of lecturing members on
the importance of an altruistic cooperative spirit, Improving
public relations in general, and designing and implementing a

savings campaign with specific objectives. There was also
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considerable debate about the possibility or desirability of
careful supervision of the use by members of credit union loans

as a complement to wavings mobilization.

Conclusion

It 1s possible to mobilize subtstantial amcunts of savings
in the rural areas of dcveloping countries if the proper incen-
tives are vpresent. Proper incentives include not only ade-
quately high interest rates for depositors, but also financial
institations in which depositors can have confidence and which
provide good service for depositors, and this in turn requires
adequate rewards Lo promote pood performance by the employees
of financial institutions. 1In addition, the success of BANCOOP's
savings mobllization campaigns indicates that special promo-
tional efforts for sevings can also be very effective.

International lending institutions might consider adjust-
ing thelr policies and attempting to Inject resources into the
rural C'rnanclal markets of developing countries in a way that
encourages proper incentives for cavings mobilization. One
bossible appromcn woulld be grants or subsidies in the form of
low interest ratec loans to rural financial institutions to
match In some proportion the savings newly mobilized by these
institutions., Throupgh vhe generation of additional savings
such an approach would make credit more abundant for the ultl-—
mate recipients of loans in the target group. This could be

far more effective in promoting agricultural output and
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redistributing income toward the rural poor than the traditional
policles of subsidized low interest rate loans for sma® farmers

and other agricultural producers.
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6th Session: Rapporteur's Report and Discussion

The Potential for Rural Savings Mobilization:
Some Evidence from Latin America

Robert C. Vogel, the author of the paper, emphasized
the need to complement other scurces of funds with domestic
savings to improve agricultural production and income
distribution in rural areas. He also emphasized that this
need can be fulfilled by providing appropriate savings
incentives like attractive real interest rates and better
services to the depositors. In addition, promoting confi-
dence of the depositors and providing incentives to the bank
stai’ are especially necessary for mobilizing rural savings.
The experiences of pilot projects in Peru and Costa Rica
provide support for these observations. He emphasized that
these experiences are also relevant for other developing
countries.

The discussant, John Yates thought that rural savings
potential in the Caribbean may not be high. He also thought
that there is a need to reform the banking laws in the
region so that savings mobilization can be promoted more
effectively. He expressed a concern that the costs of
mobilizing rural savings could be high since the availability
of trained staff and bank offices are very limited in the
region. The strategy of mobilizing rural savings should also

take into account the scope for matching term-structure of
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funds mobilized with that of the loan portfolio. In Guyana
deposits mebilized by the commercial banks may be shared with
the DFCs to plough back funds in the rural areas. Finally

he raised a question: Whether or not savings mobilized by
the BANCOOP in Peru were utilized for improving agricultural

production and rural income distribution.

Xenrick Hunte thought that providing a higher interest
rate though necessary is not a sufficient condition to
promoting rural savings. In this context, he referred to
the poor response of savings to higher interest rates in
Barbados. He also thought that there is a need to study

savings elasticity of rural households in the Caribbean.

Compton Bourne thought that in light of the successful
saving activities of the formal and informal associations
in the Caribbean the Peruvian expereinces are relevant.
Furthermore, surveys have consistently shown that the rural
poor are much more inclined to have savings accounts than
they are lines of credit from formal credit programs. Hence
any program designed to help attract more savings with higher
interest rates will be helping the rural poor more than
programs designed to promote cheap credit at the expense of
savings through negative real rates of interest. He further
thought that there is scope to rationalize the different

instruments used for savings mobilization in the region.
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Neville Grainger wanted to know whether smaller farmers in
Peru had benefited from high rates of interest offered for
savings. Darwin Clarke shared this concern since cooperative
funds were often utilized for unproductive purposes.

Douglas Graham however thought that the smaller farmers could
still benefiu from earning higher interest rates on savings
which were hitherto not available. This in and of itself
represented a net improvement. B.M. Desai thought that

rural savings capacity should be judged on the basis of
expected rate of return and time profile of cash flows,
besides income.

Richard Roberts expressed a concern about relying on
rural savings to meet investment needs of the rural areas.

He also shared the concerns expressed by John Yates.

C. De Grasse thought that rural savings can complement

nther resources without being subjected to more constraining
terms of foreign capital. FHe also thought that rural savings
can be mobilizied by rationalizing existing financial insti-
tutional structure rather than by creating new institutions
in the Caribbean.

Darwin Clarke, Headley Brown, and Dario Bencosme Baez
agreed with the idea of mobilzing rural savings to complement
other resources. In this context, Clarke referred to the
projects sponsored by USAID and CIDA, and wondered whether

DFCs can be successful in rurel savings mobilization.
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Headley Brown thought that the commercial banks could be
required by law or other mechanisms to share their savings
with the public sector credit agencies. This was necessary
because mobilizing rural savings could be very costly.
Baez thought that the new strategy of mobilizing rural
savings has a potential to change the savings composition
from unproductive to productive forms.

in his reply, Robert C. Vogel, stressed that the
Peruvian and Costa Rican experiences were relevant for the
Caribbean because of similar economic conditions. He also
stressed the importance of a new strategy to derive better
complementarity between savings and credit operations.
He agreed that higher interest rate on savings is not a
sufficient condition, but it certainly is a very important
condition for promoting rural savings. l!le stressed the
need for better services to the depositors and for better
staff incentives. Funds mobilized by the BANCOOP in Peru
were utilized for agricultural production ana marketing
co-ops and the smaller farmers had benefited from the new
program. He also reported that the costs of special savings
campaigns in Peru were fairly small considering the amount
of savings mobilized. He once again stressed the importance
of flexible interest rates to better the financial inter-

mediation process.
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APPENDIX

Roster of Participants and Institutions
at the Senior Management Workshop,
CACTCOM~-Georgetown, Guyana,
November 17-20, 1980
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CACTCOM

Senior Management Workshop

Names
Augustin Alexander

Marciano E. Avila

Dario Bencosme Baez

Winston Bain
Rozendo Baizar

Ronald A. Baynes

Winston Rudolph Beckles
J.H. Berg

Compton Bourne

Ann Bramble

Alaasis Braynen
Eustace A. Brooks

Headley C. Browne
D. R. Budhram
Ivan L. Carter

Ian D. Chandler
Bigyan Chandra

Darwin E. Clarke

Rodini Conte

Horatio Cooke

Audley C. Coulton
B.M. Desai

Participants

Institutions

St. Lucia Agricultural & Industrial
Bank

Development Finance Corporation - Belize

Banco Agricola De La Republica
Dominicana

Grenada Development Bank
Belize Cane TFarmers' Association

Barclays Bank International Limited,
Barbados

Barbados National Bank (Head Office)
European Economic Community

University of the West Indies,
Kingston, Jamaica

Caribbean Food Corporation - Trinidad

Ministry of Agriculture & Fisheries
Nassau, Bahamas

Development Board - Turks & Caicos
Islands

Jamaica Development Bank
University of Guyana (Economics Dept.)

Gaibank - Guyana Agricultural & Indus-
trial Development Bank

Barbados National Bank (Agricultural
Division)

Guyana Sugar Corporation Ltd. (Guysuco)

United States Agency for International
Development (Regional Development Office)-
Barbados

Bureau De Credit Agricole - Haiti
Barbados National Bank (4gricultural
Division)

Agricultural Credit Board - Jamaica

Ohio State University/Indian Institution
of Management



Names

Aubrey Mendes De Franca

C. De Grasse

Clarence L. Dunn

Joy Fevrier

Robert E. Firestine

Cary Fraser

Douglas H. Graham
Neville Grainger
Errol Handman
Oswald L. Henry

Kenrick Hunte

Joshua Jackson

Sharon James

Mohamed Karim

Edmond King

Walter Lachman

Luis Lara
Donald W. Larson
John M. Mayers

Cecil McFarland
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Institutions

Royal Bank of Canada - Georgetown,
Guyana

Development & Finance Corporation -
St. Kitts
Cardats, St. Ceorges, Grenzda

St. Lucia Agricultural & Industrial
Bank
U.S.A.I.D. - Washington

C.A.D.E.C. (Christian Action for
Development in the Caribbean) Guyana

Ohio State University - U.S.A.

Caribbean Development Bank, Barbados
Guyana Sugar Corporation Ltd. (Guysuco)
Guyana Sugar Corporation Ltd. (Guysuco)

Gaibank - Guyana Agricultural &
Industrial Development Bank

Agricultural & Co-operative Bank -
St. Vincent

Antigua and Barbuda Development Bank

Gaibank - Guyana Agricultural &
Industrial Development Bank

Barbados National Bank (Legal Department)

Gaibank - Guyana Agricultural &
Industrial Development Bank

Inter-American Development Bank
Ohio State University - U.S.A.
University of the West Indies - Barbados

United States Agency for International
Development (USAID) Guyana



Names

Ghiasudeen Mohammed
Mohammed Nasseer
Victor Nemdhari

Victor Ojeda
Everett A. 0'Neal
Philomena Persaud
Peter Ramsammy

Daniel A. Roberts
R.A.J. Roberts

Carlos G. Santos
Dr. Compton Saul
Desmond Segre'
Keith Van Sertima

Oliver Stacy Solomon
Winton Thomas

Sydney Thompson
James Trehy

Robert C. Vogel
Dr. Ian Whittaker
John C. Yates
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Institutions

Cardi - Tinidad
Ministiy of Agriculture

Gaibank - Guyana Agricultural &
Industrial Development Bank

Inte--American Institute of Agricultural
Sciences - Barbados '

Development Bank of the British
Virgin Islands

Ministry of Agriculture - Guyana
(Planning Dept.)

Ministry of Agriculture (Ext. & Educ.
Div.) Guyana

Grenada Development Bank

Food & Agricultural Organisation of
the U.N. Rome

Development Finance Corporation - Belize
State Planning Secretariat - Guyana
Agricultural Credit Board - Jamaica

Gaibank - Guyana Agricultural &
Industrial Development Bank

Agriculture & Industrial Development
Board Cayman Islands

Gaibank - Guyana Agricultural &
Industrial Development Bank

Gaibank - Guyana Agricultural &
Industrial Development Bank

Gaibank - Guyana Agricultural &
Industrial Development Bank

Syracuse University & Ohio State University
Jamaica Development Bank

Gaibank - Guyana Agricultural &
Industrial Development Bank



